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COMMENT AND OPINION 


The Public 

Accountancy Act of Ontario 
om enactment by the Province of 

Ontario of an Act to regulate the 
practice of public accountancy in the 
Province is of major interest to the pro- 
fession. The Act itself is reproduced in 
full at p. 233. This legislation follows the 
pattern of the bill under consideration in 
the United Kingdom. It requires that all 
public accounting practitioners must have 
a licence after August 1st next and pro- 
vides for the constitution of a Council 
made up of practising accountants for its 
administration. The terms “public ac- 
countancy” and “‘public accountant” are 
defined. Persons engaged in bookkeeping, 
cost accounting, or the installation of 
bookkeeping, business and cost systems, 
are not required to have licences. It is 
also not necessary for employees of li- 
censed practitioners and the auditors of 
certain public bodies and banks, loan, 
trust, or transportation companies to ob- 
tain licences. 

Recognition is given to The Institute 
of Chartered Accountants of Ontario and 
The Certified Public Accountants Asso- 
ciation of Ontario as qualifying bodies, 
and those persons who are on the mem- 
bership rolls at August 1, 1950 are 
eligible to obtain licences at any time. 
Persons who become members after 
August 1, 1950, must have taken the 
regular courses and passed the final ex- 
amination of their association to be elig- 


ible. All other public accountants who 
have been in practice for one year before 
the licensing date may apply for a licence. 
Provision is made for granting licences 
in the future to applicants who have 
passed an examination deemed to be 
equivalent to the intermediate examina- 
tion of either of the qualifying bodies 
and have practised or have been em- 
ployed in public accountancy in Ontario 
for three years. Provision is also made 
for granting licences to applicants from 
States or Provinces other than Ontario. 

A person who has been licensed is 
entitled to a renewal of his licence but 
the Council has power to revoke a licence 
where the licensee has been found guil- 
ty of conduct disgraceful to him as a 
public accountant and under certain other 
conditions set out in the Act. 

A fee will be payable for the grant- 
ing or renewal of a licence not to ex- 
ceed $25. The amount of the fee will 
be set by the Council after it is organ- 
ized. 


The Effect of Tax Legislation 
On Conventional Accounting Practices 


Mor strongly than ever, we hold 
the view that, when the effects 
of provisions of income tax legislation 
are to distort accounts of enterprises, 
we should raise objection and remind 
all concerned that the functions of a 
taxing statute are to measure the prop- 
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erty that is subject to tax and to im- 
pose a tax to the appropriate extent 
of the measurement. If the taxing 
statute goes further and provides that 
accounts which would ordinarily be 
drawn up in accordance with conven- 
tional accounting principles must be 
slanted one way or another we should 
all take strenuous objection. 

It is with some surprise, therefore, 
that we see The Financial Post on page 
9 of its issue of April 1, 1950 discuss- 
ing the budget resolution dealing with 
the proposed 15% tax on undistributed 
income of private companies and mak- 
ing the comment on the tax-paid part 
of this undistributed income, “How 
{the company} will show this in its 
balance sheet is one point which will 
have to be cleared up by the legisla- 
tion”. 

What has an Income Tax Act got 
to do with how a company shows any- 
thing in its annual accounts? And 
why should a treatment for tax pur- 
poses alter the facts or the results of 
a series of transactions? 

Why should depreciation and tax- 
free surplus be singled out for special 
consideration? We have not heard that 
dividends received by a corporation 
should be excluded from the income 
account because they are not subject to 
tax in the hands of the receiving com- 
pany; neither have we heard that dis- 
bursements not deductible for tax cal- 
culations should be excluded from the 
income account. 


It is the transaction itself that either 
sets up or reduces a tax liability. The 
conventional accounting technique of 
recording a transaction which is sub- 
ject to special taxation or exemption 
from tax cannot affect the ultimate li- 
ability to tax and tax legislation should 
not twist conventional accounting tech- 
niques to suit its own purpose. 
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Words and More Words 


UCH has been written and said 

of the desires of writers to make 
a simple statement more profound by 
using long words and unfamiliar 
phrases. Most of the complaints have 
been directed against government of- 
ficers and pronouncements, but now 
we have an opportunity to criticize free 
enterprise for the same fault. 

We have been reading a large num- 
ber of annual reports of corporations, 
both the narrative and the financial 
statements. It seems to us that the 
narrative parts of them are getting 
longer and longer, and are more and 
more interrupted by charts, pies, statis- 
tical tables, drawings and photographs. 
We wish now that someone would pre- 
pare a synopsis which could be sent to 
shareholders, employees, and to all 
others except, perhaps, economists. 
The things are becoming too beautiful 
and too unwieldy; we want to look at 
and admire the product rather than the 
state of the affairs of the reporting 
company. 

What started this note was a sen- 
tence in the 1949 report of a large 
United States corporation. 

A much improved liquid position was 
achieved primarily through adding to re- 
tained profits funds made available by the 
reduction of inventories. 

This company could have said with 
equal justification that a reasonable 
part of the improved liquid position 
was achieved through adding to retain- 
ed profits funds made available by the 
reduction in its accounts and notes re- 
ceivable. Perhaps public accountants 
should be permitted to review these re- 
ports of management in the hope that 
they would emerge in more concise and 
readily understandable form, by the use 
of more precise and readily understand- 
able language. 





Public Moneys 


By Montagu Clements, C.A., A.C.I.S. 


A review of financial reports 
on the funds of sovereign states 


AE STIS ORT ST TT SS EMP IES Pa I SS ET 


Purpose of the 
Accounts and Financial Reports 
“W/7OUR statement, Mr. Clements, re- 
minds me of a clock which is 
owned by one of my friends. He tells 
me that when the hands point to twenty 
minutes to twelve, and it strikes nine, 
he knows that it is a quarter past two.” 
This remark hurt my feelings. It also 
taught me that it would be to my ad- 
vantage to prepare statements in a form 
and language understood by my clients. 
The accounts of a State are set up for 
the purpose of controlling collections 
and expenditures of public moneys. They 
must also provide information from 
which periodical financial statements 
can be prepared. 


Incidence of the 
Consolidated Revenue Fund 

Prior to 1787 a practice existed in Great 
Britain whereby the various taxes and the 
other revenues from different sources 
were held in separate funds with the ob- 
ject of applying revenues from one source 
to the particular class of expenditures to 
which they had been allocated. Some 
of the British colonies adopted the con- 
solidated fund idea. A study of the re- 
sults has led to the conclusion that the 
constituent parts of the fund varied in 


different provinces and countries. Can- 
ada seemed to put all public moneys in- 
to its consolidated revenue fund, and 
according to the Consolidated Revenue 
and Audit Act public moneys included 
borrowings and trust funds. Ontario 
put in all special funds and all public 
moneys and revenues. Natal formed a 
consolidated revenue fund and also a 
consolidated loan fund: from the latter 
it appropriated amounts for what would 
usually be called capital expenditures. 
Saskatchewan put its revenue earnings 
and the proceeds of its borrowings into 
“one consolidated fund” which did not 
include trust funds. Thus it refused to 
perpetuate any unorthodox terminology 
which would seem to list loan funds and 
trust funds among the component parts 
of a revenue fund. 

It has been difficult to discover the 
origin of the idea of calling the consoli- 
dated fund a “revenue fund”. Did it 
start with Canada or Ontario or did 
both copy another State? The important 
fact is that the consolidation of all funds 
representing public moneys has been re- 
garded as a necessary step towards the 
securing of parliamentary control over 
the resources of the Crown: “not the con- 
trol of Parliament in its constitutional 
sense as composed of Sovereign, Lords, 
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and Commons, but control by the Com- 
mons alone” (see “The Principles and 
Practice of the System of Control over 
Parliamentary Grants’, by Col. A. J. V. 
Durrell, C.B.) 


Accounting Structure 


The structure of the accounts of a 
governmental body should be designed 
so that the necessary financial statements 
can be prepared in a form which will 
not only disclose the situation as of a 
certain date but also the operations of 
the funds in which the State has an in- 
terest — the figures indicating the ac- 
cumulation: and expenditures of public 
moneys and trust funds during each fis- 
cal period. In the event of the opera- 
tions of the current revenue fund result- 
ing in a deficit, the accounting system 
may also need to provide information 
which will disclose the plan by which 
this deficit has been, or will be, liqui- 
dated. 


Segregation of the Accounts 


Many governments have adopted a 
standard practice successfully used by 
certain large financial corporations as a 
means of recording the financial picture 
of the funds under their supervision and 
control. It is used by some of the prov- 
inces of Canada and by other governmen- 
tal bodies although the terminology is 
not always uniform. Capital funds may 
be referred to (as in the case of the 
colony of Natal previously mentioned) 
as loan funds. The account of the rev- 
enue funds — those expendable funds 
which arise from the creation and reali- 
zation of revenues —- may sometimes be 
described as the income account. Ac- 
cording to a standard work on govern- 
mental accounting’ “‘the term ‘revenue’ 
is synonymous with ‘income’ in govern- 


mental accounting, except in publicly- 


2 “Fundamentals of Governmental Account- 
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owned utilities. In these enterprises, fol- 
lowing the usage applied in privately 
operated undertakings of a similar na- 
ture, the term revenue is applied to op- 
erations only, and the term income is 
used to cover all revenues.” 


A Modern Balance Sheet 


The balance sheet issued by the Prov- 
ince of Alberta provides a useful illustra- 
tion of the application of modern prac- 
tices in the field of governmental ac- 
counting. The accounting structure used 
reflects the influence of Mr. James C. 
Thompson, F.C.A., who needs no intro- 
duction to many readers of The Canadian 
Chartered Accountant and whose out- 
standing ability has been recognized by 
the members of the Rowell-Sirois Com- 
mission and others who have been for- 
tunate enough to have Mr. Thompson's 
co-operation and advice on their financial 
and accounting problems. 


The balance sheet above referred to 
gives clear and concise information re- 
garding the capital, income, and trust 
funds controlled by the Government of 
the Province of Alberta. (The word 
“income” is used here as it is the term 
used instead of “revenue” in the ac- 
counts under review.) In its general 
plan, the balance sheet presents each fund 
consolidation in an overall picture that 
needs no adjustments or computations 
by the reader before he can understand 
the implications of this summary of the 
financial operations of the Government. 
“Indirect liabilities’, shown as an ap- 
pendix, would become a charge against 
the income fund, only in the case of 
failure of one or more of the debtors in- 
volved. 


From the “capital” subdivision of the 
Alberta balance sheet it may be noted 
that this class of expenditure is financed 
from loan funds, some of the money hav- 
ing been borrowed from income account 
surplus. 
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Trust funds, quite obviously, form no 
part of either capital or income funds 
although there may be interfund trans- 
actions between the accounts to cover 
such items as borrowings and transfers 
by agreement. Following the regular 
practice adopted by corporations which 
handle trust funds, the total value of the 
trust assets is offset by a corresponding 
liability of the trustee. 


The public interest in the capital assets 
accumulated by the government and the 
method by which these have been fi- 
nanced is relatively small, but the “cap- 
ital” subdivision may be of valuable as- 
sistance to the auditor in his task of 
verifying the accuracy and authenticity of 
capital expenditures. Nor would the 
“trusts” subdivision of the balance sheet 
excite the popular interest generally un- 
less perhaps there was a suggestion in 
the auditor's certificate that trusts were 
not being properly administered. It is 
the “income” subdivision which shows 
the soundness or otherwise of the govern- 
ment’s financial health. Some of the 
leading questions which may be asked 
are: “Did revenues cover expenditures 
last year?” “How do the results com- 
pare with those of previous years?” 
“What is the present position of the 
revenue fund?”. The public should have 
a direct answer to these questions and the 
“income” subdivision of the balance 
sheet can give the clear and concise an- 
swer required if its accounts have been 
isolated from those which only concern 
the capital and trust accounts. The key 
figures are those which tell of the ex- 
pendable surplus or deficit of the income 
fund together with funded revenue defi- 
cits if it has been necessary to resort to 
this expedient at any time. (The matter 
of revenue deficits is given special con- 
sideration in the next section of this 
paper.) It will also be evident that, in 
order to answer the questions set out 
above, the result of each year’s operation 


Mr. Montagu Clements, C.A., 
A.C.1.S. received his education 
and early experience in England 
and came to Canada in 1910. In 
1921 he was admitted to the Sas- 
katchewan Institute and practised 
his profession in that Province 
for a number of years. He joined 
the staff of the Auditor General 
of Canada in 1934 and was super- 
annuated in April 1950. 





of the income fund must be separately 
indicated. 


Saskatchewan’s Balance Sheet 


The Alberta accounts have been used 
for purposes of illustration because they 
were found to be the most suitable 
among the particular accounts examined. 
There is no intention to imply that other 
Provinces publish their balance sheets in 
unsatisfactory form. The balance sheet 
of Saskatchewan follows the same gen- 
eral lay-out as that of Alberta, but puts 
in an extra subdivision which will be 
referred to later. It divides its consoli- 
dated fund into its two natural com- 
ponent parts by placing its capital and 
revenue accounts in their respective subdi- 
visions, each of the subdivisions being 
self-balancing. Thus the balance sheet 
as a whole follows the general design 
of that published by the Province of Al- 
berta and those issued by many trust com- 
panies and financial corporations engaged 
in the operation and control of capital, 
revenue, and trust funds. 


Manitoba’s Balance Sheet 

Manitoba carries the conventional 
“capital” and “trusts” subdivisions and 
places the rest of the accounts under 
“current” and “deferred”. The surplus 
indicated in the “‘current’”’ account seems 
to represent the surplus of the revenue 
fund; the “‘deferred’’ account assets are 
chiefly unsold lands, the indicated value 
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of which has not been included in the 
surplus of the subdivision — a com- 
mendable procedure. The introduction 
or otherwise of natural resources into the 
balance sheet involves a detailed discus- 
sion of capital assets which has no place 
in this article. The need to be empha- 
sized is a clear picture of the revenue 
account, not forgetting the current rev- 
enue account. This is also of paramount 
importance in the accounts of a private 
enterprise. If you care to refresh your 
memory on the developments in the cele- 
brated R.M.S.P. case (see The Canadian 
Chartered Accountant, Vol. XX1), you 
will note. that all the trouble arose 
through failure to recognize the fact that 
a current revenue account presented for 
public scrutiny should be credited, in a 
manner which the public can clearly un- 
derstand, with the current revenue, the 
whole current revenue, and nothing but 
the current revenue, so help me... ! 

Apparently, the publication of the 
company’s revenue statements in the 
form adopted was to help the flotation 
of a new issue of share capital — the 
statement was to be used as a means of 
support rather than for purposes of il- 
lumination, as a drunkard may some- 
times use a lamp post. 


Revenue Fund Deficits 


There does not appear in the balance 
sheets examined for the purpose of this 
article any clear record of revenue defi- 
cits funded. Canada shows a “‘consoli- 
dated deficit” which represents the net 
debt of Canada less its “non-active as- 
sets”. Alberta shows a substantial sur- 
plus in income account. Some of this 
has been loaned to capital fund and in 
this manner has effected a saving in in- 
terest expense. In recent years Saskat- 
chewan has carried a special subdivision 
called “relief account”. This subdivi- 
sion has no doubt given additional infor- 
mation to many who use the balance 
sheet. To the person, however, who 


looks to the revenue account subdivision 
for information regarding the condition 
of the revenue fund, the news of what 
seems to be a revenue fund deficit has 
been concealed and might be missed alto- 
gether if his eye did not stray on to the 
“relief account” and finally lead him to 
the conclusion that a deficit rightly be- 
longing to the revenue account had been 
funded by a loan from capital funds. 
Much of this loan has now been paid and 
it looks as if Saskatchewan will shortly 
be able to revert to the orthodox balance 
sheet with three subdivisions, and its 
“capital account” subdivision will no 
longer show assets resulting from expen- 
ditures which in order to be classed as 
“capital” should, according to Geo. O. 
May, arise from expenditures, “the use- 
fulness of which is expected to extend 
over several accounting periods” (see 
The Canadian Chartered Accountant, 
Vol. XXXII). 


Although the above illustration may 
suggest a rather vague way of admitting 
a revenue fund deficit, there is no law 
as to how these deficits must be indi- 
cated. Sometimes the revenue fund 
budget may be upset by an emergency 
(or through some other cause) so that 
current revenues have been unable to take 
care of all expenditures. In order to 
take the deficit out of the current rev- 
enue account so that future revenues may 
still be available to take care of the ex- 
penditures for which they are raised, the 
deficit is sometimes funded by raising a 
long term loan to be paid from the rev- 
enues of future fiscal periods. The ap- 
pearance on the balance sheet of ‘funded 
revenue deficits” (when such exist) tells 
the public that expenditures payable from 
the revenue fund have been at some time 
in excess of current revenue earnings and 
the gap has to be closed. The deficit 
may be liquidated by regular payments 
(into a sinking fund, if this plan is 
used) from the revenue funds of a speci- 
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fic or indefinite number of future fiscal 
periods. 

In the balance sheets of national gov- 
ernments the revenue account deficits and 
the plans for their adjustment are not 
usually obvious, and the exact state of the 
revenue fund may be confused by in- 
cluding, along with the revenue account 
data, figures relating to fixed items and 
other unrelated assets and liabilities; the 
confusion may be increased by the use 
of terms not readily understood by the 
public. In the days of not so long ago, 
Dean Swift is said to have complained 
of the obscurity of certain words and 
phrases used by officialdom and drawn a 
retort from Lord Chesterfield that ‘‘pre- 
cision and perspicuity were not, in gen- 
eral, the favourite objects of Ministers’. 

This calls to mind another old time 
story about a king’s jester who defended 
himself successfully by finding an ex- 
cuse more outrageous than his offence. 


Advantages of Segregation 

Looking over the balance sheets of 
various States and Provinces, it is not 
difficult to note the improvement effected 
by segregating the fixed items in a self- 
balancing set of accounts. Unlike the 
fixed assets of an industrial corporation, 
those owned by a government may not 
generally be regarded as security for fi- 
nancial obligations and, for this reason, 
are not a basis for credit. The current 


valuation of the fixed assets of a State is 
therefore not important. These assets 
may have been acquired by purchase or 
gift often as the result of revenue fund 
expenditures or from the proceeds of 
special loan funds. The government 
is responsible for the property and it 
should therefore be shown in the balance 
sheet along with any associated long 
term liabilities to be paid out of re- 
sources yet to be realized. The accounts 
of fixed property resulting from the ex- 
penditures above referred to, however, 
have nothing to do with current assets, 
current liabilities or operations and have 
no place in the revenue account. 


A simple example of the segregation 
of fixed assets can be seen in the balance 
sheet of the Yukon Territory. Under 
the heading of “capital account”, public 
buildings, furnishings and road equip- 
ment are indicated. The total valuation 
placed on these appears as “capital sur- 
plus”. 

It would seem that if precision and 
perspicuity are to be the objects of the 
minister responsible for the publication 
of the financial statements of the gov- 
ernment, the achievement of his aim 
could be assisted by segregating the fixed 
items referred to, so that the revenue 
account would reflect the information ex- 
pected from it without obstruction or in- 
terruption from extraneous information. 





The LIFO Method 
Of Inventory Valuation 


By R. MacDonald Parkinson, M.B.E., C.A. 


A justification of LIFO as a sound basis of 
inventory valuation and an answer to its antagonists 


words “‘last-in, first-out’”’ are used 
accounting-wise in connection with 
trading operations to describe the flow of 
costs or cost factors, and are not used in 
the sense that the specific items in an in- 
ventory, whether identified or not, are 
flowing on a last-in, first-out physical 
basis. The LIFO method or technique 
of inventory valuation is based upon a 
study of cost factors and upon the theory 
that a proper recognition of the flow of 
these cost factors may be essential for the 
preparation of accurate statements of 
periodic income. 


Why Financial Statements? 


The duties of an accountant would be 
extremely simple if there was no require- 
ment to prepare financial statements ex- 
cept at the end of the life of an enter- 
prise; it is only at this point of time that 
the total profits which have been earned 
over its life can be finally determined 
without the necessity of using estimates 
or introducing assumptions and approxi- 
mations. However, a company must have 
some guide from time to time as to how 
it is doing, and it is obviously impossible 
to wait until the enterprise is wound up. 
For purely arbitrary reasons the life of 
each business is divided into 12-month 


periods and accurate annual financial 
statements must be prepared. The profit 
and loss statement is like a motion pic- 
ture showing what has happened or 
what was done during the past 12 
months, while the balance sheet is like 
a snapshot at one instant of time show- 
ing how the enterprise stands. Both of 
these statements are based on assump- 
tions and probabilities and it is the aim 
of accountants, whether in business or 
practice, to make the best possible esti- 
mate of the correct figures if the state- 
ments are to be useful. 

The value of an inventory appears on 
the balance sheet and the amount of this 
inventory is deducted from costs in deter- 
mining the profit or loss for the period. 
This point, that the amount of the in- 
ventory affects two statements, is very 
important, and even though in some in- 
stances the objectives of the balance sheet 
conflict with the objectives of the profit 
and loss statement, only one calculation 
of value can be admitted if our finan- 
cial statements are to be in balance. The 
problem of selecting appropriate methods 
of inventory valuation comes down to the 
question of whether inventories are val- 
ued primarily for the purpose of ascer- 
taining the amount of a company’s in- 


An address delivered before the Canadian Electrical Association, Montreal, October 12, 1949 
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vestment in the inventory, or for the pur- 
pose of calculating the amount of profit 
made during the period. 


Emphasis on the Profit Statement 


For many reasons, such as the develop- 
ment of large scale manufacturing, the 
formation of stock exchanges, the intro- 
duction of small investors in corporate 
enterprises, heavy taxation, and the trend 
toward labour-management partnerships, 
the atmosphere in which business oper- 
ates has changed, so that at the present 
time more and more emphasis has been 
placed on the necessity of obtaining a 
more accurate measure of periodic in- 
come in the profit and loss statement. 
With the ever increasing importance of 
this statement, the purpose of which is to 
divide profits over the entire life of a 
business into annual increments, it fol- 
lows that inventories should be valued in 
such a way as to make possible a truly 
accurate measure of earnings for each 
period, regardless of the implications 
arising out of the balance sheet valuation. 
The committee on Accounting Procedure 
of the American Institute of Accountants 
phrases the theory this way — “‘A major 
objective of accounting for inventories 
is the proper determination of income 
through the process of matching approp- 
riate costs against revenues’, and it goes 
on to state that “the inventory at any 
given date is, in effect, a residual amount 
remaining after the matching of absorbed 
costs with concurrent revenues”. The 
carrying value of this residual amount is 
somewhat like that of a fixed asset in 
that it need bear no direct relationship 
to current value and might be either 
more or less than replacement cost or 
realizable value; it is a cost which is de- 
ferred against future periods. 


What Is “Cost”? and ‘Market’? 


It is generally agreed that inventories 
should be valued on the basis of cost or 
market. This general statement is good 
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as far as it goes, but it leaves unsaid far 
more than it says, because the real diffi- 
culty is to decide what is cost and what 
is market. For example, what is meant 
by “market”? Is it replacement cost by 
purchase or manufacture, or selling price 
less costs of selling, or selling price less 
costs of selling and less normal profit 
margin? The term “cost” is even more 
elusive. Is the cost of raw materials the 
invoice cost or the delivered cost? What 
should be done with double freight and 
rehandling expense? Should the profit on 
inter-company transactions be  elimin- 
ated? A current topic concerns the ac- 
counting treatment for foreign exchange 
in a time of fluctuating currencies. In 
the case of partly processed and manu- 
factured goods the problems are even 
more obscure — should standard costs 
be used, what should be done with over- 
absorbed or under-absorbed burden, what 
is the effect on valuation arising out of 
idle facility expense, double shift opera- 
tions, etc? Happily, the subject under 
discussion is the LIFO method én prin- 
ciple rather than in detail, and therefore 
we need not be concerned with the an- 
swers to the above questions, and I have 
mentioned them only for the purpose of 
illustrating the numerous methods or 
mechanics from which to select a detailed 
method for determining that cost or mar- 
ket which will most clearly reflect peri- 
odic income. 


Physical Identification of Items 


One difficulty of determining cost 
which I did not mention concerns the 
question of whether the value of an item 
in the inventory need necessarily be re- 
lated to the specific physical identity of 
the item. For example, let us suppose 
a seller has two pencils identical in every 
way except that they were purchased a 
few days apart, and in that few days 
there was a price change. One pencil 
has been sold and one remains in the in- 
ventory; the question is whether the 
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amount of profit earned is necessarily 
related to the specific physical identity of 
the pencil which remains in the inven- 
tory. In other words, should the seller's 
profit differ because of the physical 
identity of the pencil which he delivered 
on the sale? It is the failure to agree 
upon this point which is responsible for 
much of the controversy which you may 
have heard in connection with the LIFO 
method. 


The advocates of LIFO insist that 
methods based upon physical identifica- 
tion of goods in inventory are not neces- 
sarily accurate for the determination of 
income. Recently Maurice Peloubet, 
who has held numerous high offices in 
the American Institute of Accountants, 
addressing a special meeting of the On- 
tario Institute of Chartered Accountants, 
compared two businesses which had op- 
posing flows of physical goods in cir- 
cumstances where the costs should be 
identical. Mr. Peloubet said— 


For a clear, but perhaps somewhat exag- 
gerated example, you might consider two 
foundries. Any foundry uses a_ large 
amount of coal. Foundry “A” receives its 
coal from a railway siding on level ground 
and removes the coal from the cars by a 
crane which piles the coal in a storage 
yard of the foundry. The same crane 
subsequently picks up the coal and delivers 
it to the point of consumption. Foundry 
“B” is built in somewhat different country. 
The foundry is situated under the brow of 
a steep bluff or cliff. The railway runs along 
the top of the cliff. The foundry has con- 
structed several concrete bins, not unlike 
very large silos, to receive the coal as it 
is dumped from the cars. It falls into the 
silos and is removed from them by open- 
ing doors in the floor, allowing the coal 
to fall into the trucks by gravity, the trucks 
delivering the coal to the productive units 
of the foundry . . . . Would anyone say 
that the two foundries, carrying on a sub- 
stantially similar business, should cost 
their coal into production on different 
bases and carry their inventory at different 
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values? I can hardly believe that any in- 
telligent business man or any advisor to a 
business man, legal, engineering or ac- 
counting, would take such a position. It 
does not require much analysis to see the 
essential invalidity.of any argument for or 
against an inventory method based entirely 
or principally on physical movement. 


With certain minor exceptions, there- 
fore, we might conclude that the physi- 
cal identification of the items in an in- 
ventory is unimportant. Exceptions in- 
clude such items as gems, antiques, pic- 
tures, rare books, musical instruments and 
goods having a style value, and in other 
instances where the value, even though 
not a high one, is related directly to the 
specific article. 


What Standard Then? 


If the physical identity is unimportant 
and if we cannot rely on physical move- 
ment as a guide, by what standards can 
we establish value in an inventory? I 
will go back to my earlier quotation from 
the American Institute of Accountants, 
which defined an inventory value as be- 
ing the residual amount remaining after 
the matching of absorbed costs with con- 
current revenues. These words contain 
the key to the answer. By using the word 
“absorbed” it is indicated that operations 
must be charged with those costs which 
relate to the sales, regardless of whether 
or not they were incurred during the 
period, and costs incurred in the period, 
which would include the opening inven- 
tory, and which do not apply to the ‘‘con- 
current revenues’, are to be carried for- 
ward in the closing inventory. 


In most business operations it would 
be a tremendous, if not impossible, task 
to maintain the records that would be 
required to identify the specific cost re- 
lating to each sale. In order to avoid 
this task, accountants have introduced the 
technique_of studying the relationship be- 
tween costs and sales with a view to de- 
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termining what is called “the flow of 
costs” or “‘cost factors”. In making this 
study many factors which have little to do 
with bookkeeping must be taken into ac- 
count — the business practices of the 
industry and the particular company, 
management policy, the manufacturing 
operation, and the like. 


Again reverting to the pronouncements 
of the American Institute of Accountants, 
I quote from Statement 4 of Accounting 
Research Bulletin No. 29, which was is- 
sued in July 1947. I could not hope to 
improve upon the clarity of this state- 
ment. 


Statement 4 — Cost, for inventory pur- 
poses, may be determined under any one 
of several assumptions as to the flow of 
cost factors (such as first-in, first-out, av- 
erage, and last-in, first-out); the major ob- 
jective in selecting a method should be to 
choose the one which, under the circum- 
stances, most clearly reflects periodic in- 
come. 

Discussion: The cost to be matched against 
revenue from a sale may not be the 
identified cost of the specific item which is 
sold, especially in any cases in which sim- 
ilar goods are purchased at different times 
and at different prices. Ordinarily, under 
those circumstances, the identity of goods 
is lost between the time of acquisition and 
the time of sale. In any event, if the ma- 
terials purchased in various lots are iden- 
tical and interchangeable, the use of iden- 
tified cost of the various lots may not pro- 
duce the most useful financial statements. 
This fact has resulted in the development 
and general acceptance of several assump- 
tions with respect to the flow of cost fac- 
tors to provide practical bases for the 
measurement of periodic income. These 
methods recognize the variations which 
exist in the relationships of cost to sales 
prices under different economic conditions. 
Thus, where sales prices are promptly in- 
fluenced by changes in reproductive costs, 
an assumption of the LIFO flow of cost 
factors may be the more appropriate. 
Where no such cost-price relationship 
exists, the first-in, first-out, or an average 
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method, may be more properly utilized . . . 
In some cases, the business operations may 
be such as to make it desirable to apply 
one of the acceptable methods of determ- 
ining cost to one portion of the inven- 
tory, of components thereof, and another 
of the acceptable methods to other portions 
of the inventory... 


Flow of Cost Factors 


In normal times competition, together 
with buyer resistance, is probably the 
largest single factor in establishing prices. 
As a consequence, most sellers are forced 
to liquidate inventories of goods on hand 
at the time of an increase in replacement 
cost, at the former selling prices; and 
increased selling prices are introduced 
only with respect to those goods pur- 
chased at increased costs. In these cir- 
cumstances there is a direct relationship 
between the cost of the goods first pur- 
chased and current revenues, and it 
would be usual for these enterprises to 
cost their sales on the assumption that 
there is a first-in, first-out flow of costs; 
the costs of the items received last would 
be carried forward against future periods 
in the closing inventory. 


In some instances sellers establish 
prices from time to time by applying pre- 
determined mark-ups on the basis of mov- 
ing average costs. In these cases peri- 
odic income might be measured most ac- 
curately by matching revenue with the 
average cost of the items on hand at the 
time of the sale; there is an assumption 
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of a moving average flow of costs. 


The methods just described are well 
suited to meet the requirements of most 
business enterprises, and both have been 
generally accepted for a long period of 
time. I would guess that one of the 
main reasons these methods have been 
accepted without question for so long is 
because the flow of cost factors follows 
somewhat the same pattern as what might 
be assumed to be the flow of physical 
goods. If we accept the powerful evi- 
* dence that cost factors are more import- 
ant than physical identity it would seem 
that we arrived at the right answer while 
using the wrong reasoning. 


The requirements usually associated 
with an assumption of a flow of cost 
factors on the last-in, first-out basis are— 


1) Selling prices must be subject to 
change in relation to changes in re- 
placement costs; 

2) On the part of management there 
must be a covering of sales commit- 
ments with purchase commitments so 
as to avoid all market speculation; 

3) The materials must be substantially 
homogeneous and interchangeable. 


It has been argued that another condi- 
tion should be that inventories should 
be relatively fixed in quantity, or should 
cover requirements of from three to six 
months, or that they should be large 
in relation to the turnover. Another 
condition frequently expressed is that the 
cost of raw materials should be large 
in relation to the total cost of the finished 
products. Personally, I do not regard 
these as essential conditions in recogniz- 
ing a LIFO flow, but if any of these con- 
ditions exist in conjunction with the 
other three conditions, my opinion is 
that the LIFO method would be the 
only one which would result in a sub- 
stantially accurate determination of in- 
come when prices are fluctuating. In 
other words it is a question of degree, 
and obviously the amount of the distor- 


tion of profits caused by using an incor- 
rect method of inventory valuation will 
vary with the relative size of the inven- 
tory and the extent of the fluctuation in 
cost prices. 


Illustration of LIFO 


For purposes of illustration, let us as- 
sume that a company maintains a heavy 
inventory of raw materials; costs of pro- 
duction are relatively small and the total 
cost of the finished product is, to a large 
extent, composed of the cost of the raw 
material content. Sales prices are quick- 
ly influenced by changes in raw material 
costs, and in order to reduce the hazards 
of the business operation, the manage- 
ment follows a deliberate policy of not 
speculating in the commodity markets 
and covers sales commitments with pur- 
chase commitments. In these circum- 
stances, it is clear that the raw material 
cost which should be absorbed against 
the revenue from each sale is the cost 
of the raw material that was purchased 
to cover that sale. In this instance there 
is a last-in, first-out flow of costs, and 
the opening inventory represents a cost 
which did not apply to the concurrent 
revenues of the period, and therefore is 
a cost which should be carried forward in 
the closing inventory. It does not mat- 
ter that materials in the opening inven- 
tory were used physically to fill the or- 
ders during the period. 


There are not a great many industries 
where these conditions are encountered; 
the last-in, first-out flow is usually found 
in such industries as the tanning of lea- 
ther; the manufacture of petroleum prod- 
ucts and steel; smelting, refining and 
manufacture of non-ferrous metals; and 
some textile operations. In these indus- 
tries, the LIFO method is usually suited 
only to the major item or items of raw 
materials, and not to the countless ancil- 
lary items of inventory. 


To illustrate as simply as possible the 
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The Lifo Method of 


effect of not adopting the LIFO method 
where it is appropriate, consider the fol- 
lowing example. At the beginning of 
year one, a company has on hand 10 mil- 
lion Ibs. of copper at a unit price of 10c 
per lb. — $1 million. During year one 
it purchases an additional 10 million lbs. 
of copper at a price of 30c per Ib., and 
the copper content of goods sold during 
the year is 10 million Ibs.; selling prices 
throughout the year are established so 
as to yield a normal rate of profit based 
on 30c copper. Using the LIFO method, 
cost of the copper content of the goods 
sold would be $3 million (the cost rela- 
tive to the copper purchased) and the 
closing inventory would be valued at $1 
million (the carry-forward of the cost of 
the opening inventory); the profit would 
represent a normal yield after the proper 
matching of costs and revenues and 
would be in keeping with the target es- 
tablished by the company. Using the 
FIFO method the cost of the copper con- 
tent of the goods sold would be $1 mil- 
lion and the closing inventory would be 
valued at $3 million — (just the reverse 
of the LIFO calculation). However, 
the profit for the period would be $2 
million in excess of the amount calculat- 
ed by the LIFO method. Let us assume 
that in years 2, 3, 4 and 5 the cost of 
copper remains at 30c and the quantity 
of copper purchased equals the copper 
content of goods sold. Identical op- 
erating results would be calculated using 
the FIFO and LIFO methods. How- 
ever, what goes up must come down, and 
history has shown that sooner or later, 
over the entire business cycle, prices al- 
ways return to their original levels. In 
the sixth year the company purchases 10 
million lbs. of copper at a price of 10c 
per lb. The copper content of goods 
sold is also 10 million Ibs. and selling 
prices throughout the year are based on 
10c copper. Using the LIFO method, 
cost of the copper content of the goods 
sold would be $1 million (again the cost 
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relating to the copper purchased), and 
the closing inventory would be valued at 
$1 million (this value remained the same 
continuously from year one forward). As 
in all years, the profit would represent a 
normal yield and would be in keeping 
with the target established by the com- 
pany. Using the FIFO method, how- 
ever, the cost of the copper content of 
goods sold would be $3 million — $2 
million more than the LIFO calculation. 
Because selling prices were based on 10c 
copper, whereas 30c copper would be 
costed under the FIFO method, the state- 
ment of profit and loss computed on the 
FIFO basis would probably show a large 
loss which would not be explained by any 
decrease in the volume of operations. To 
summarize: in year one, when prices were 
rising, profits calculated under the FIFO 
method would be $2 million in excess 
of the LIFO calculation; in years 2 to 5 
there is no difference in the profit calcu- 
lations; and in year 6 profits calculated 
under the FIFO method would be $2 
million less than the LIFO calculation. 


Effect on Profits 


As a general rule, on a rising price 
market, the FIFO profit calculation will 
always be greater than the LIFO calcula- 
tion; and on a falling price market the 
FIFO profit calculation will always be 
lower. As mentioned earlier, these dif- 
ferences are caused by relating earliest 
costs against current revenues, whereas 
the /evel of the current revenues is es- 
tablished in relation to /atest costs. 
Phrased another way, at the end of 
year one in the example mentioned, the 
same quantity of the same goods was 
valued at $2 million more than the open- 
ing inventory, thereby adding $2 million 
to profits even though this profit had not 
been realized by sale. In year 6 the entry 
was reversed by deducting $2 million 
from profits. Because a rising price mar- 
ket is usually found during the “boom” 
period of the business cycle, and a fall- 
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ing price market is associated with the 
following “bust”, the effect of not adopt- 
ing the LIFO method where it is appro- 
priate is to accentuate or exaggerate the 
swings in the cycle. 

I will not dwell on the effects of exag- 
gerated peaks and valleys in the business 
cycle, as the evils are well known. I will 
say, however, that they adversely affect 
the condition of the stock market, lead 
management to making unsound deci- 
sions, particularly with respect to expan- 
sion and financing, upset the judgment 
and opinions of our economists and 
bankers, and eventually aid in the gen- 
eral downfall of industry. 

When the Wartime Prices and Trade 
Board first relaxed and later decontrolled 
the fixed price ceilings in Canada at the 
conclusion of the war, there were some 
startling increases in the price of many 
raw materials where for a number of 
years before there had been price stab- 
ility. This created a situation where 
many industries, who had for some time 
recognized a last-in, first-out flow of 
costs but who had done nothing about 
it, were forced to adopt the LIFO method 
if their calculations of profits were to 
bear any relation to what was actually 
happening. Although many corpora- 
tions had been using the LIFO method 
for years, the differences in profit compu- 
tations were relatively insignificant, and 
it was not until the post-war violent price 
rise that the matter became one of great 
urgency. At that time many of us were 
preoccupied with other matters and had 
not given any recent thought to the LIFO 
method of inventory valuation and, as a 


consequence, its introduction at that time’ 


was looked upon with suspicion, and 
there was a certain amount of public 
discussion. 

Frequent mention has been made of 
conditions in the United States and pro- 
nouncements of the American Institute 
of Accountants quoted. This is because 


that body has been very active in issuing 
accounting postulates for the informa- 
tion and guidance of its members. I 
understand that LIFO has not been a 
controversial subject in the United States 
since before the war and was introduced 
in corporate accounting at least as early 
as 1906. Subject to certain conditions, 
the LIFO method is accepted by the tax- 
ing authorities in the United States and 
the United Kingdom, and I believe that 
the leading accountants in Britain and 
Canada hold views similar to those of 
the American Institute of Accountants 
with, possibly, a small minority group 
dissenting. 


Acceptance of LIFO in Canada 


I first encountered the practice of the 
LIFO method in Canada in 1937, and it 
is my recollection that even at that time 
it was the method employed by a number 
of companies. There are now many more 
companies in Canada using LIFO and, 
as far as I can learn, no independent 
accountants have qualified their reports 
to shareholders to indicate that LIFO in 
these instances is not a generally accepted 
accounting principle. The Royal Com- 
mission on Prices, which rendered its 
report earlier this year, accepted LIFO 
as a proper method for computing in- 
come but it recommended that where the 
method was employed, “‘the present day 
value of the inventories should be in- 
dicated”. I would assume that the Com- 
mission would like the balance sheet to 
show current value in some memo or 
note form. 


The Dominion Taxation Division ac- 
cepted a basis that came very close to 
the LIFO theory in connection with the 
wartime excess profits tax, except that 
the result was achieved through the es- 
tablishment of an inventory reserve. It 
is also accepting a LIFO application 
somewhat in its regulations dealing with 
farmers and their basic herds. However, 
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I would not list the Taxation Division 
as being among the strongest advocates 
of LIFO. 


The Opposition 
So far, I have presented the arguments 
which have led to the general acceptance 
of LIFO, and now I will state the main 
arguments advanced by the dissenters. 


In the first group I place those who 
contend that the use of LIFO, in effect, 
creates a reserve which reduces an in- 
ventory value below its current worth. 
Accountants, generally, think of a re- 
serve in connection with inventories as 
being associated with something which 
can be controlled by the whims or de- 
sires of management, and as a conse- 
quence, public accountants, at least, have 
frowned upon inventory reserves, par- 
ticularly insofar as they are provided out 
of current earnings. However, as I have 
tried to explain, the LIFO method, 
where used in appropriate instances, re- 
sults in a scientific matching of costs 
and revenues and there is no opportun- 
ity for management to indulge in any 
manipulation. We may consider as 
being within this group, also, those who 
believe that the balance sheet, or the 
“What we have” statement, is more im- 
portant than the profit and loss state- 
ment, and who therefore hold a strong 
opinion that the valuation of an inven- 
tory to be shown in the balance sheet 
should bear a direct relationship to cur- 
rent value. There may be some sym- 
pathy for this group, in that, for balance 
sheet purposes, it is of more than pass- 
ing interest to know the current value 
of the inventory. However, rather than 
reject the LIFO method merely because 
it does not automatically disclose this 
information, I prefer to accept the recom- 
mendation made by the Royal Commis- 
sion on Prices, and disclose current value 
by means of a note on the balance sheet, 
where this value is significantly different 
from that recorded in the accounts. 
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The remaining group of dissenters may 
be described as those who insist upon 
what they term “realities”, and for whom 
realities consist only of material objects. 
I believe that this group is quite sincere 
in its supposition that the theory of costs 
and the flow of cost factors exists only in 
the minds of artful accountants, whereas 
it is goods in an inventory and the 
physical identity of these goods that is 
material. As representative of this group’s 
view I quote from an address given by 
Mr. Charles Gavsie, a high official of the 
Income Tax Division, at the convention 
of the Dominion Association of Char- 
tered Accountants held last September. 
Mr. Gavsie, a lawyer, stated in discuss- 
ing methods of inventory valuation under 
the new Income Tax Act, 


Fundamentally, the taxing authorities are 
concerned with the ascertainment, in the 
greatest possible degree of accuracy, of the 
profits trom a business in the particular 
taxation year under assessment and, natur- 
ally, look with disfavour upon any valua- 
tion of inventories which has the result 
of producing a figure of profit or loss more 
artificial than real. In valuing inventories, 
no difficulty will arise where the cost of 
the actual articles on band at the close of 
the year is known. . . . The difficulty 
arises where the facts cannot be proven 
and assumptions are made. The so-called 
basic stock, average cost, LIFO and FIFO 
methods of inventory valuations are not, 
in fact, methods of valuation at all, but 
are rules of presumption as to the identity 
of the inventory to be valued. The new 
Income Tax Act does not lay down any 
rules for the identification of the inven- 
tory on hand at the end of the taxation 
year, and the acceptance or rejection by 
the taxation authorities of one or other of 
the presumptive rules of identification of 
inventories, where these cannot be accur- 
ately identified, remains a matter for de- 
termination, in the light of the facts of 
each particular case. In the past, the tax 
authorities have looked unfavourably in 
varying degrees upon such rules of presum- 
ing identity of inventory as basic stock, 
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LIFO and average cost. The fundamental 
reason for disfavour of these presumptions 
may be attributed to the fact that the 
taxing authorities considered that the basis 
of these rules is the very antithesis of 
sound business procedure, inasmuch as 
most things deteriorate through age and, 
consequently, every business is desirous of 
moving its old stock first . . . . The test 
[of an inventory value] must continue to 
be “in the absence of positive identifica- 
tion of inventory on hand, which rule of 
presumption is most likely to present the 
result most closely akin to reality?” 


Conclusion 


In conclusion, I summarize the reason- 


1The Canadian Chartered Accountant, Oc- 
tober 1949, p. 164 


Self-addressed Envelopes 


M* A. G. McBAIN, C.A., writing in 
The Accountants’ Magazine (The 
Journal of the Chartered Accountants 
of Scotland) on a manual-for the use 
of amanuenses (this long word is used 
on purpose!) in chartered accountants’ 
offices concludes with the following 
tule designed to disinflate many of 
us,— 
In sending out a stamped envelope ad- 
dressed to oneself, the prefix “Mr” should 
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ing which makes LIFO one of the accept- 
ed methods of inventory valuation within 
the general term “cost”. The main pur- 
pose to be served by the preparation and 
issue of periodic financial statements is 
to measure income or profits for the per- 
iod as accurately as possible. Income 
cannot be measured accurately or scien- 
tifically by relating the cost of what can 
be identified physically as having been 
sold with the revenue from the sale. 
It can be measured accurately only by a 
matching of absorbed costs with con- 
current revenues, and since each sale can- 
not be costed on an individual basis, there 
must be an assumption as to the flow of 
costs. In some instances this flow will 
be found, on investigation, to be on a 
last-in, first-out basis. 


be used instead of the suffix “Esq.” A 
friend has interestingly written me about 
“Esq.” as follows:— 


“The common use of ‘Esq.’ is some- 
thing the pundits of the Lyon Office 
or Heralds College probably depre- 
cate; they would doubtless define the 
categories of the population entitled ex- 
clusively to receive it, but all this may 
best be regarded as ‘vieu jeu’, ‘played 
out’, or completely out of date.” 


Cost Accounting 


By Harry E. Clayton, C.A., R.I.A. 


A discussion of 


the various elements involved in cost accounting 





7. purposes of cost accounting are 
as follows: 


(1) 


(2 


— 


(3) 


(4) 


What is costing? 


To facilitate the preparation of fi- 
nancial results without the necessity 
of physical stocktaking. Conse- 
quently, the financial results should 
be obtained more expeditiously and 
at less cost. The latter factor, in my 
opinion, is not in all cases fully ex- 
plored. I think many firms pay 
much too much for their cost ac- 
counting results. 

To allow industry to determine 
equitable and just prices for their 
various lines of merchandise and fa- 
cilitate the determination of tender- 
ing figures to be submitted in con- 
nection with new types of contracts, 
etc. 

To allow for comparison of plan- 
ned costs with actual costs, thereby 
acting as a check, when properly 
used by management, upon efficiency 
of the various departments of the 
organization. 

To facilitate an estimate of what 
costs would be under changed con- 
ditions, i.e. extra capacity, increase 
in idle capacity; or other peculiar 
changed circumstances such as the 
recent devaluation of the pound 
sterling. 


What Is Costing? 
From a practical 


approach, I consider that costing is that 
science which develops nit costs as com- 
pared with bulk costs. A great deal of 
present accounting literature seems to 
presuppose that more detailed inventory 
records are required in costing than un- 
der a system in which cost accounting is 
not a factor. I do not agree. It is my 
contention that the cost records should be 
utilized to a great degree in place of, 
rather than in addition to, perpetual in- 
ventory records. As a matter of fact, 
the largest motor car manufacturer in 
Canada has no perpetual inventory rec- 
ords as such. Their bill of material, in 
conjunction with their purchasing and 
production records, act as and in lieu of 
actual perpetual inventory records. This 
is discussed more fully below in dealing 
with material costs. 


Direct Labour 


At this point, consider the question of 
direct labour. Direct labour is the labour 
incurred directly in the fabrication or 
manufacture of the article being pro- 
duced. In our business — that is, cloth- 
ing primarily on a made-to-measure basis, 
it is handled as follows. Approximately 
90% of the direct labour costs in the 
clothing industry are incurred on a piece- 
work basis. Consequently, the problem 
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of costing is simple. The direct labour, 
when incurred, is charged to a direct 
labour account and then relieved on the 
following basis: a labour specification 
sheet is developed for each type of gar- 
ment manufactured, the operations being 
listed on the left-hand side of the sheet, 
and the piece-work rates inserted on the 
right-hand side. The non-piece-work 
operations are then priced on a unit basis 
on the basis of a time study developed 
by the factory department in conjunction 
with their past experience. In this way 
the total unit labour cost of each type of 
garment in each particular range is 
secured. 


At the end of the month the ship- 
ping and sales records, which are in 
effect the same thing, are tabulated and 
the number of garments shipped in each 
particular range obtained. These are 
then multiplied by the aforementioned 
unit cost figures for such particular range. 
The resultant answer is used to relieve 
the direct labour in process account and 
to charge the cost of sales for the period. 
Based upon data secured from the fac- 
tory and our own particular knowledge 
of the circumstances, an inventory figure 
is developed for the month-end and the 
difference between the debit and the 
credit sides of the direct labour in process 
account becomes the shop profit and loss 
for the month, and represents (presup- 
posing a month-end inventory is correct) 
the variance between the actual cost of 
the non-piece-work operations incurred 
in the finished production and the basis 
in which it has been relieved from 
the labour in process account. This 
variance is, in our case, transferred to a 
shop profit and loss account in the fac- 
tory overhead section of the accounts, so 
that our production department may be 
constantly aware of the variance between 
the cost of the non-piece-work operations, 
as submitted by them, and the actual cost 
thereof. A detailed analysis is prepared 





of this shop profit and loss figure, show- 
ing the variances by shops so that the fac- 
tory department may take any steps neces- 
sary in order to rectify shop losses. 


But why not relieve the labour process 
account and charge the finished goods 
account for the labour utilized in the fin- 
ished garments, and then in turn relieve 
it and charge cost of sales as shipments 
are made? ‘Theoretically, this is the 
sound practice, as it allows one to segre- 
gate the various elements of inventory 
into their various degrees of realizability. 
This, however, is primarily a theoretical 
argument and its practical application 
does not in most cases justify the work 
and cost involved in developing it. If 
this type of information is required at 
any particular time, it can readily be ob- 
tained with a little research and if it is 
of prime importance, in all likelihood it 
will be backed up by a physical stock- 
taking. Why, therefore, develop extra 
data which requires extra time and extra 
cost if it is not going to be utilized to the 
fullest? As a matter of fact, the largest 
motor car company in Canada merely 
dumps all of its direct vehicle labour in- 
to a labour in process account and lets 
it remain there until the finished car is 
shipped from the building. In other 
words, let us not burden ourselves down 
with extra cost work unless the effort 
justifies the expenditure. In the early 
depression years of the 1930's, Mgr. 
Henry Ford personally requested the dis- 
missal of his entire cost accounting divi- 
sion because he felt the cost did not jus- 
tify the result. However, he ultimately 
gave way and reinstated a large propor- 
tion of it. 


Another View 

Before leaving the question of direct 
labour, a view may usefully be taken of 
the procedure in use by another large 
manufacturing company which fabricates 
a product requiring many hundreds of 
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parts, in the determination of their labour 
costs. It illustrates a rather ingenious 
method of arriving at reasonable costs 
with a minimum expenditure of time, 
effort and money to obtain the required 
result. The costing of all this detail, at 
first glance, seems tremendous. This 
particular company secures from its pay- 
roll department the labour incurred for 
the period, both direct and indirect, on 
such parts, and the amount of indirect 
labour included in the figure. The ac- 
counting department accordingly charges 
the indirect labour to a factory overhead 
account and the balance to direct parts 
labour in process account. 


So far the mechanics are easy. The 
difficult part is on what basis to re- 
lieve the labour in process account for 
the completed units. The costing de- 
partment secures from the engineering 
department a voluminous listing of all 
the parts going into the fabrication 
of the finished product. On the right- 
hand side of these sheets the engineering 
department inserts opposite each part its 
estimate of the standard hours or propor- 
tion of a standard hour of labour re- 
quired to fabricate each particular part. 
This standard hour summary is, of 
course, duly certified by the engineering 
department. In addition, the costing de- 
partment secures from the factory produc- 
tion department the actual production for 
the month, part by part. This, of course, 
includes the inventory on hand which is 
converted into terms of finished parts 
by the use of the equivalent performance 
method of inventory valuation. 


Having obtained all of this required in- 
formation, the costing department takes 
the engineering department's standard 
hours for each particular part and multi- 
plies it by the actual production for the 
period as submitted by the production de- 
partment. The extended standard hours 
are then totalled giving the resultant total 
standard hours utilized for the period in 


After serving articles of ap- 
ptenticeship with the Toronto 
firm of Gunn, Roberts & Co., Mr. 
Harry E. Clayton, C.A., R.LA. 
was admitted to the Ontario In- 
stitute in 1942. Subsequently he 
served in the Treasury Cost Ac- 
counting Division of the Domin- 
ion Government in Ottawa. Up- 
on his return to Toronto he join- 
ed Tip Top Tailors Limited as 
comptroller, and now also holds 
the position of secretary of that 
Company. Mr. Clayton is a de- 
gtee member of the Society of 
Industrial and Cost Accountants 
of Ontario. 





the production of the parts for the said 
period. This total standard hours is then 
divided into the total direct labour in- 
curred for the same period. The result 
represents the actual rate of pay per 
standard hour for the period, which is 
then multiplied by the number of units 
produced of each particular part to arrive 
at the dollar value to be utilized in the 
relief of the direct parts labour in process 
account for the period. 

Admittedly some degree of error some- 
times results from the fact that the 
engineering department may overstate 
the standard hours required, for one part, 
and understate it for another part. How- 
ever, by and large, the result appears to 
be a fairly equitable cost and the saving 
in time and man hours required to ob- 
tain the result, in my opinion, more than 
justifies the formula used. Incidentally, 
the standards set are constantly revised 
by the engineering department as circum- 
stances and conditions alter, and as a 
further check the cost accounting division 
periodically checks the total standard 
hours utilized for the period under re- 
view with the actual hours worked as per 
payroll computations. Consequently, if 
any large variances occur between actual 
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and standard hours, the costing depart- 
ment is able to act as “‘watch dog” and 
point this out to the engineering depart- 
ment which then closely analyses the mat- 
ter in order to rectify any error. 


Direct Material Costs 

In the clothing industry development 
of direct material costs is a relatively 
simple matter. Specifications of the 
yardage and trimmings required are ob- 
tained by the costing department from 
the designing and production depart- 
ments which obtain such information by 
making lays of the average size for each 
particular type of garment to be manu- 
factured. The costing department then 
secures from the woollens or purchasing 
department details of all the cloths to be 
utilized in each specific range for the 
coming season. These details, of course, 
include the cloth number, the actual 
yardage on hand and on order and the 
related laid-down cost. The costing de- 
partment then extends these figures for 
the purpose of arriving at the actual laid- 
down cost of yardage in each particular 
range. They then add a safety factor to 
take care of the possibility of the public 
purchasing more of the higher-priced 
cloths in the range than the lower-priced 
cloths and utilize the resultant figures for 
the purpose of pricing the material speci- 
fications or bills of material obtained 
from the designing and production de- 
partments. Materials are charged as pur- 
chased to a material inventory account 
and upon the basis of the material unit 
costs arrived at as aforesaid. The ma- 
terial inventory account is relieved for 
shipments and charged to cost of sales by 
multiplying the unit material cost by the 
number of garments shipped in each 
specific range. 

As a check upon the accuracy of 
the aforementioned, the costing de- 
partment proceeds as follows: all 
made-to-measure orders are cut individ- 
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ually and the ends-cutter, when cutting 
off the cloth, inserts on the order the act- 
ual yardage used. These orders are then 
funnelled back to the costing department 
and cards punched for the actual yard- 
age used, the cloth number used and the 
laid-down cost. These are then tabulated 
in order to check upon the accuracy of 
the figures arrived at as aforementioned 
for costing purposes. Actually, the lat- 
ter records do not form part of the com- 
pany’s books of account, but merely act 
as a verification of their accuracy. If 
any large discrepancy occurs, which may 
happen because of changes in the type of 
garments being worn during the season, 
and so on, a journal entry is made cor- 
recting the cost in light of the tabulated 
run. At the same time the bill of ma- 
terial utilized for costing purposes is re- 
vised accordingly. 


One of the large motor car manufac- 
turers, like many others, also uses a bill 
of material or material specifications for 
the purpose of costing. The material 
costing under any other basis would seem 
to be, to say the least, quite a headache, 
because of the many hundreds of parts 
required in the manufacture of one 
vehicle. The motor car costing depart- 
ment obtains from the engineering de- 
partment detailed lists of all the parts 
required in the manufacture of the car 
and it then secures from the purchasing 
department the laid-down cost of these 
items and extends it for the purpose of 
arriving at the unit direct material cost 
of each type of vehicle. These unit ma- 
terial costs are then multiplied by the 
actual shipments of each particular type 
of car for the month and the resultant 
figures are then relieved from the ma- 
terial in process account and charged to 
cost of sales. 

Incidentally, the bills of material or 
material specifications are utilized by 
the motor car manufacturers the same 
as the clothing manufacturers for the 
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purpose of making purchases; that is, 
the planning department supplies the 
purchasing department with a schedule 
of anticipated production by vehicle 
types for the period and the said purchas- 
ing department, utilizing the bills of ma- 
terial, schedule their purchases accord- 
ingly. In the ordinary sense of the word, 
no perpetual inventory records are kept, 
but for purposes of constantly checking 
the inventory, the cost accounting depart- 
ment spot-checks parts by taking their 
opening inventory and then adding there- 
to the purchases for the particular part as 
supplied by the purchasing department 
and deducting therefrom the part usage 
in accordance with the production re- 
ports. The resultant figures, naturally 
representing the inventories on hand, are 
then physically checked. 


Factory Overhead 


There are many types of overhead, 
such as factory, selling and general ad- 
ministrative, shipping, etc. Let us for 
the moment concentrate on factory over- 
head. There are many bases of allocat- 
ing factory overhead to a product. It 
may be direct labour, but many other 
methods can of course be utilized. The 
basis used is not important so long as 
the base factor utilized results in an 
equitable distribution of the factory over- 
head to the products involved. 


In arriving at the rate to be used in 
our own costs, we review the relationship 
of the percentage of direct labour for 
several previous years to the overhead 
expenses for the same periods. In addi- 
tion, we consider what our anticipated 
production will be for the coming year 
and any unusual circumstance which 
might tend to substantially alter the rate 
in relation to prior years. For example, 
if the union is securing an additional 
cost of living bonus, which we charge to 
factory overhead, it will affect the rate 
that should be utilized in the coming 





219 


year. After a great deal of analysis, we 
then attempt to set the rate. The 
mechanics are simple, but the determina- 
tion of the rate is very important. If 
we try to be conservative and overstate 
the expected rate, we understate the profit 
to the directors during the first part of 
the year. In addition, we are faced with 
embarrassing questions as to why we 
overstated the rate. We may be told 
that because we overstated the rate, our 
prices were too high and we consequent- 
ly lost business. On the other hand, if 
for one reason or another, we understate 
the rate, we overstate our monthly profits 
to the directors and are faced with the 
problem of the unabsorbed burden. 


The Unabsorbed Burden 


What do we do with the unabsorbed 
burden? Do we increase our costs ac- 
cordingly for the remainder of the year 
and show losses during the latter part of 
the year, or increase our selling prices 
and pass the burden on to our custom- 
ers of the latter part of the year? The 
problem is a complex one and requires 
a great deal of study. It can and must 
be decided by determining the approxi- 
mate proper rate in the first instance. 

During the early war years when I was 
with the Treasury Department in Otta- 
wa, Mr. Ralston, then Minister of Na- 
tional Defence, asked for a special in- 
vestigation of the boxing or crating costs 
of two large manufacturers in the same 
industry, as he could not understand why 
there should be such a large discrepancy 
in the prices submitted by them. The 
answer turned out to be very simple. 
Company “A”, in determining their box- 
ing costs, took their labour and material 
and added factory overhead as a percent- 
age to the direct labour incurred. Com- 
pany “B”, on the other hand, determined 
their price strictly on the basis of labour 
and material. No overhead was charged 
for boxing whatsoever. They did, how- 
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ever, absorb their overhead, which is 
quite natural. This was absorbed on a 
labour basis on the finished cost of their 
prime products. Which one would you 
consider correct? Personally, I believe 
that they both achieved a satisfactory re- 
sult, even though their answers were sub- 
stantially different. 


Other Overheads 


Turning now to the other overheads, 
such as general administrative, selling 
and shipping, and the like, the basis of 
allocation to the various products manu- 
factured is inconsequential so long as the 
bases used result in an equitable distri- 
bution of the said costs over the products 
produced. The bases may be a percent- 
age of direct labour in the cost of sales, 
or of prime material and prime labour in 
the cost of sales, or of the prime labour, 
material, and factory overhead in the cost 
of sales, or some other equitable basis. 
I am sometimes astonished by the num- 
ber of organizations which meticulously 
determine their direct labour, direct ma- 
terial, and factory overhead costs when 
setting selling prices, and then add a 
rough percentage figure to cover their 
other overhead expenses and profit. In 
many medium-sized businesses they do 
not fully appreciate the mechanics in- 
volved in arriving at an equitable per- 
centage figure to be applied to cover these 
types of expenses. As accountants, we 
have a great deal of educating to do in 
this respect. 


The allocation of overhead to subsidi- 
ary products being manufactured de- 
serves consideration. There seems to be 
a great tendency in industry generally to 
minimize the fact that an equitable over- 
head rate should be applied to their sub- 
sidiary products. Some such attitude as 
the following is common — “We will 
take this item as a fill-in just to cover our 
labour and material and a small portion 
of our overhead cost.” To a degree this 
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procedure may be sound, but it is the 
duty of accountants to review the facts 
fully in order to determine that the over- 
head being applied to the subsidiary 
products at least takes care of the actual 
operating overhead expenses incurred in 
connection therewith. Many businesses 
make tremendous sales and yet show 
little or no profit. The answer lies in 
large part in (1) not_estimating the 
proper percentage that should be applied 
for their selling and administrative, gen- 
eral and shipping expenses, and (2) 
their inclination to sell subsidiary prod- 
ucts without covering sufficient factory 
overhead in addition to the other types 
of overhead. 


Need for 
Adequate Costing Procedures 


A few industrialists, and even some 
professional accountants, do not consider 
it essential to have adequate costing pro- 
cedures, providing a stock-taking is car- 
ried out at least once a year. When a 
concern fabricates more than one article, 
such an argument is unsound. Granted, 
even with proper costing procedures, 
physical inventories are necessary, but 
without adequate costing data, what good 
is a physical stock-taking? How can a 
manufacturer allocate his costs between 
(1) the various products produced and 
(2) the finished goods and work in pro- 
cess of each type of article manufac- 
tured, if he has no semblance of a cost 
accounting system? He cannot adequate- 
ly value his year-end inventory on the 
basis of cost or market, which must pre- 
sent a dilemma to the public accountant 
certifying such a manufacturer's balance 
sheet. 


Auditors should make a much more 
thorough test of costs than they have 
done heretofore. Because of the mag- 
nitude of the operation, and the peculiar 
problems involved in each particular 
business, auditors are generally not able 
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to check fully the year-end inventories, 
and rely in consequence to a large de- 
gree upon certificates from management 
officials. We can do ourselves and our 
clients a great service by making a more 
detailed check of the costing procedures 
utilized by the company, because in the 
final analysis if they and the internal 
check are sound, the year-end inventory 
can to a great degree be verified without 


A Letter from a Reader 


I‘ THE hope of starting a controversy 
and also because we think P. G. Wil- 
mut, the secretary-treasurer of a well- 
known contracting firm, has raised an 
interesting point, we publish a letter re- 
ceived recently. For obvious reasons we 
have tried to substitute in the specimens 
given by him fictitious names and ad- 
dresses. 


Montreal, Feb. 24, 1950 
Sir: I was interested and amused by the item 
on page 68 of the February issue entitled 
“Silence is Golden”. 
My firm has for many years been receiving 
statements bearing the rubber stamp as in this 
specimen: 





If this statement is incorrect, please 
communicate at once with our auditor 
S. A. GREENPENCIL 
Chartered Accountant 


Room 400 5801 Yonge St. 


Montreal 





Whenever the statement has not agreed with 
our books we have been very glad to advise 
the auditor concerned of that fact. 


Lately we are receiving statements bearing 
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physically checking it. In addition, a 
great many companies, both large and 
small, use cumbersome, detailed, slow, 
and expensive methods of costing. We 
should not readily accept costing proced- 
ures because they are orthodox, but 
should seek to develop more ingenious 
methods, even though they may seem 
unorthodox. 


a rubber stamp as in this second specimen. 


PLEASE EXAMINE this statement 
carefully. If it does not agree with 
your records at the date indicated, 
please report differences DIRECTLY 
to our auditors — 

DEBIT, CREDIT & Co. 


980 West Hastings St. 
Toronto, Ontario 
If no differences are reported to our 
auditors, this statement will be con- 
sidered correct. 





We very much resent the closing sentence: 
“If no differences are reported to our audi- 
tors, this statement will be considered cor- 
rect.” This would seem to be an attempt 
to make us believe that we are under an 
obligation to notify auditors of discrepancies 
in statements. One naturally wonders what 
the penalty is if one does not do so. 


We have always felt that any attention we 
paid to statements bearing auditors’ stamps 
was a courtesy on our part and not an obli- 
gation, and as far as we afe concerned we 
shall refuse to comment on any statements 
bearing the rubber stamp containing the word- 
ing quoted herein. 


P. G. WILMUT 





Confirmation of Accounts Receivable 
And Observation of Physical Stocktaking 


A summary of a panel discussion at the 47th 
annual meeting of the D.A.C.A., September 14, 1949 





IHE CHAIRMAN, Mr. J. R. M. 

Wilson, announced that the dis- 
cussion would be on the subject “Should 
confirmation of accounts receivable and 
the observation of physical stocktaking 
be considered part of normal auditing 
procedure?” He explained that the Ac- 
counting and Auditing Research Com- 
mittee of The Dominion Association of 
Chartered Accountants had for some time 
been giving careful consideration to the 
possibility of issuing one or more bul- 
letins on auditing subjects and that they 
had come to realize that if such bulletins 
were to deal with auditing procedures, 
it would not be possible to avoid con- 
sideration of accounts receivable and in- 
ventories — the advisability of confirma- 
tion of the former by direct communi- 
cation with the debtors and verification 
of the latter by attendance at physical 
stocktaking. Discussion had revealed a 
wide diversity of opinion, and the com- 
mittee had been unable to decide what 
was the generally accepted practice of 
the auditing profession in Canada. The 
committee was hopeful of receiving some 
enlightenment on this subject as a re- 
sult of the forthcoming discussion. 


Topic Considered in 1939 


Mr. Wilson pointed out that the sub- 
ject was not new to the Dominion As- 


sociation. The report of the Special 
Committee on Auditing Procedure of the 
American Institute of Accountants, is- 
sued in May 1939, which required as 
normal procedure the confirmation of ac- 
counts receivable and attendance at phys- 
ical stocktaking, had been published in 
The Canadian Chartered Accountant 
during 1939 and considered by the then 
Committee on Accounting Research. That 
committee reported at the annual meet- 
ing of the Association in 1940 that, in 
view of the war and the serious staff 
problems in the offices of most of the 
members of the Association at that time, 
it would be untimely to extend the 
amount of work which had customarily 
been undertaken under existing arrange- 
ments with clients. Moreover, the mem- 
bers of the committee reported that they 
were not satisfied of the practicability of 
laying down a rule on the making of 
physical tests of quantities. Under these 
circumstances it was suggested that con- 
sideration of the extension of auditing 
procedures in Canada under these two 
heads should be deferred until after the 
war. The war being over, the commit- 
tee felt that further consideration should 
now be given to the question. 


Members of the Panel 
The chairman of the discussion panel 
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was Mr. K. LeM. Carter, a partner in 
the firm of McDonald, Currie & Co. in 
Toronto, a past president of the Ontario 
Institute and a member of the Account- 
ing and Auditing Research Committee 
of the Dominion Association. The other 
members of the panel were: 

Mr. J. Valiquette, a partner in the firm 
of Anderson & Valiquette of Montreal 
and a vice-president of the Quebec In- 
stitute; 

Mr. W. J. Ayers, a partner in the firm 
of Sime, Ayers & Co. of Toronto; 

Mr. J. G. Brown, resident partner in 
Kitchener, Ontario of the firm of 
Thorne, Mulholland, Howson & Mc- 
Pherson, former alderman and mayor of 
that city and at present a member of 
the Legislative Assembly of the Province 
of Ontario; 

Mr. J. R. Church, a partner in Price, 
Waterhouse & Co. in Vancouver, im- 
mediate past president of the B.C. In- 
stitute and member of the Executive Com- 
mittee of the Dominion Association; 


Mr. Carman G. Blough, for the past 
four years Director of Research of the 
American Institute of Accountants. Mr. 
Blough has had many other important 
posts in the accounting profession in the 
United States, having been the first chief 
accountant of the Securities and Ex- 
change Commission, a partner in the firm 
of Arthur Anderson & Co. and during 
the war Director of the Procurement 
Policy Division of the War Production 
Board of the United States. 


Procedures in the United States 
Mr. Carter first called on Mr. Blough 
to tell something of the considerations 
which led up to the adoption of the 1939 
bulletin by the American Institute and 
what the results of its adoption had been. 


Mr. Blough said that the bulletin en- 
titled ‘Extensions of Auditing Proced- 
ure” was the first bulletin put out by the 


American Institute Committee on Audit- 
ing Procedure. The American Institute 
has two committees, one for auditing 
procedures and one for accounting prin- 
ciples, and these two committees have put 
out a total of over fifty bulletins. Only 
two of these bulletins have been approv- 
ed by the general membership of the 
Institute; these two both deal with the 
subject under discussion and are the only 
two that have been laid down as rules. 
These requirements (that the auditor if 
he is to issue an unqualified report must 
communicate directly with debtors and 
attend at the taking of physical inven- 
tories or make physical tests of the in- 
ventory quantities in order to satisfy him- 
self that the quantities are correctly stat- 
ed) are referred to as “extensions of 
auditing procedure” from the name of 
the bulletin dealing with them. It is 
specified by the American Institute that 
in the absence of these two procedures 
the auditor must not issue an unqualified 
report unless their application is unreas- 
onable or impractical and that even 
though alternative procedures have en- 
abled him to satisfy himself and to issue 
an unqualified report he must still refer 
to the omission of the required proced- 
ures. 


Mr. Blough then explained that these 
“extensions of auditing procedure” were 
laid down largely as a result of the Mc- 
Kesson and Robbins case. The investi- 
gation into this fraud carried out by the 
Securities and Exchange Commission 
early in 1939 revealed that the physical 
inspection of inventories would have dis- 
closed the fraud. All the experts tes- 
tifying at this hearing indicated that al- 
though they believed in confirmation of 
accounts receivable and in the physical 
examination of inventories they did not 
insist on the application of these proced- 
ures as a general rule. As a result of the 
agitation which followed the disclosure 
of the variations in practice of public 
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accountants in respect of these proced- 
ures the accounting profession came to 
believe that some sort of a formal state- 
ment was necessary in order to obtain a 
little more uniformity in future. It was 
also felt that a statement of this kind 
would help to clarify the position of the 
profession in the mind of the public. 

The special committee appointed to 
study this question reported a month 
after the completion of the hearings with 
a recommended statement on extensions 
of auditing procedure. After a thorough 
discussion at the annual meeting of the 
Institute the statement, slightly amended, 
was issued in 1939. 

The original bulletin stated that the 
auditor who omitted the prescribed pro- 
cedures because they were not practical 
or reasonable under the circumstances, 
but who was able to satisfy himself by 
alternative methods, need not include any 
explanation of his omission and the reas- 
ons therefor in his report. In 1942 an 
amendment to the original bulletin was 
issued and adopted by the membership 
requiring disclosure of failure to carry 
out these audit procedures in all cases, 
regardless of whether they were practical 
and reasonable and even though the in- 
dependent accountant may have satisfied 
himself by other means. 


Current Practice in the United States 

After describing the present require- 
ments regarding “extensions of audit 
procedure”, Mr. Blough then proceeded 
to show the effect of these requirements 
on the practice of members of the In- 
stitute. He told how much difficulty and 
confusion had resulted from the lack of 
common understanding of what an audit 
is, since a surprisingly large portion of 
the practice of many of the smaller mem- 
bers of the American Institute consisted 
not in preparing audit reports but in 
rendering accounting services. Mr. 





Blough stated that about a year and a 
half ago a proposal was made to amend 
still further the requirements for ex- 
tended audit procedures whereby an ac- 
countant preparing statements on which 
he was unable to express an opinion 
should clearly state that he could not ex- 
press an opinion and give his reasons for 
his inability to do so. This proposal had 
stirred up a great deal of discussion and 
the indications are that probably over 
half of the accounting engagements in 
the United States do not involve either 
confirmation of receivables or physical 
testing of inventories although in the 
cases where this is not done no opinion 
or a qualified opinion is given. 


Mr. Blough gave the results of a recent 
survey which he had made among a num- 
ber of practising American firms, which 
indicated that the bulletin was being ob- 
served but only among the large firms 
was it generally accepted practice to con- 
firm receivables and to attend at stock- 
takings. Nevertheless, among the med- 
ium and small firms where it was not 
the usual practice to perform the extens- 
ions of auditing procedure unqualified 
opinions were not expressed unless the 
extended procedures were carried out. 


Mr. Blough pointed out that in many 
cases reports were being issued without 
any opinion and many readers of these 
reports did not realize that they were not 
getting an unqualified audit report. Ac- 
cordingly, further consideration has been 
given to the auditor’s responsibilities 
when reports are issued without an opin- 
ion, and this matter has been the subject 
of a new bulletin by the Institute. It was 
found that where reports were qualified, 
they were qualified in one of two ways: 
either by noting the limitation of the ex- 
amination in the scope paragraph or by 
noting an exception in the opinion para- 


graph. 
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I. CONFIRMATION OF ACCOUNTS RECEIVABLE 


The chairman of the panel, Mr. Carter, 
then explained that the panel speakers 
would argue on the side which had been 
assigned to them and would not neces- 
sarily be expressing their own convic- 
tions. The discussion would first deal 
with confirmation of accounts receivable, 
Mr. Ayers speaking in favour and Mr. 
Valiquette opposed. 


Mr. Ayers For 


Mr. Ayers developed the idea that in 
the recent past there had been a change 
in the generally accepted idea of the 
auditor's function from that of a mere 
checker to a verifier and consultant and 
that there has been a tendency to reduce 
the time spent in long and laborious 
checking routines and to substitute em- 
phasis on the careful presentation and 
interpretation of facts. The confirmation 
of accounts receivable was the easiest, 
fastest and most efficient way of verifying 
these assets and consequently was in ac- 
cordance with the times. The confirma- 
tion of bank balances had been regarded 
as an essential for a good many years, 
and in a legal decision in 1904 it was 
stated that “it is the duty of the auditor 
to take proper steps to verify the exist- 
ence of assets stated in the balance sheet’, 
which shows that the confirmation and 
verification was accepted even at that 
early date. The present day auditor can, 
therefore, hardly satisfy himself without 
some form of confirmation of receivables. 
No auditor ever encountered a case of 
fraud in the normal course of his work 
except pilfering and petty cash shortages 
which could not have been detected or 
stopped if confirmations had been sent 
at an earlier date. Although the Latin 
derivation of the word auditor was 
“hearer”, it had come to apply by 1879, 
the date of the English Companies Act, 
to a checker of items not necessarily in- 
cluded in the books and the idea of 


auditing as hearing or just checking 
had been by that time changed to the 
idea of verification. An auditor who 
does not confirm accounts receivable is 
therefore doing a job 50 or 100 years out 
of date. The course of history shows a 
steady development of auditing from rou- 
tine checking to verification, and con- 
firmation as a means of verification. This 
development is further borne out by ex- 
perience in the United States and Canada 
where confirmation of receivables has 
been accepted for many years as a usual 
method of verifying this asset. 

If confirmation were accepted as a 
principle, the only problem was one of 
application. Obviously 100% positive 
confirmation was impractical in most 
cases and it is probably the realization 
of this fact that has caused all the argu- 
ment on the subject. Negative confirm- 
ation is no trouble at all and in most 
cases a high percentage sample could be 
obtained without very great difficulty. 
The chief difficulty is to decide how 
much of a sample can be considered to 
be sufficient and there is, unfortunately, 
no hard or fast rule that can be laid 
down to assist the auditor in deciding 
this. 

In Mr. Ayers’ opinion a qualification 
in the auditor's report was necessary if 
he wanted to confirm receivables and 
was prevented from doing so, but he 
did not believe that it was possible or 
desirable to lay down a rule to the effect 
that one must confirm or qualify. There 
are circumstances in which confirmation 
may not be necessary and in the final 
analysis it is the auditor's responsibility 
to decide what needs to be done since 
he is engaged to render an opinion, not 
tell what he has done. It was not de- 
sirable to reduce the auditor's responsi- 
bility to a matter of rules. Although 
confirmation of accounts receivable is the 
accepted procedure for verification of 
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these assets, its voluntary omission by the 
auditor for good and sufficient reason 
should not require a qualification in his 
report. 


Mr. Valiquette Against 

Mr. Valiquette speaking on the nega- 
tive of this question listed his objections 
to the proposal that confirmation of ac- 
counts receivable should be considered a 
necessary part of normal auditing pro- 
cedure under three headings — theor- 
etical, practical and legal. He agreed 
that, theoretically, the confirmation of 
accounts was in many cases the best and 
sometimes the only suitable method of 
verification, but said that where there is 
an adequate system of internal check in 
force with a proper control on sales, cash 
and credit notes and where the auditor 
is able to satisfy himself of the exist- 
ence of such a system and to subject the 
accounts to a comprehensive examination 
to determine their authenticity and 
liquidity, there is no need to confirm 
normal trade accounts. 

From the practical point of view in 
order to convince management of its 
necessity the profession would have to 
prove that the procedure is in the interest 
not only of the profession but of the 
shareholders and proprietors and the 
public generally. To require that the 
auditor must qualify his report when he 
has not confirmed receivables would be 
futile. There are cases where a great 
many of the accounts have been paid by 
the time the confirmations are sent so 
that some debtors and even the client 
may be indisposed by the request to con- 
firm. In practice it frequently happens 


that all accounts are not confirmed so that 
a constant follow-up is required during 
the whole of the audit while the same 
problem of valuations and investigation 
remains to be done in any case. In ad- 
dition, if confirmation of accounts receiv- 
able were made a normally accepted pro- 


cedure, it might cause undue hardship 
to the sole practitioner and to the med- 
ium and small-sized firms whose organ- 
ization would not be able to handle such 
a volume of work at peak periods. Fur- 
thermore, confirmation is not an infal- 
lible means of detecting errors and 
frauds. 


From the legal point of view it may 
be stated that there is no statutory re- 
quirement regarding the audit of a sole 
proprietorship or partnership, while in 
the case of a company the audit has to 
conform to the statutory provisions of 
the relative Act. The book Accountants 
and the Law of Negligence, by Summer- 
field and Reynolds, contains certain com- 
ments on outstanding debts, to the effect 
that no general rule can be laid down 
defining the duties of auditors in all cir- 
cumstances and cases. It is necessary to 
determine by whom he was appointed, 
the circumstances of his appointment and 
the matters with which he was required 
to deal since, where negligence is al- 
leged, it is essential to consider the cir- 
cumstances in which the auditor is al- 
leged to have been negligent, for his duty 
may well vary according to the particular 
circumstances in which he was discharg- 
ing his professional duties. 


The chairman then asked Mr. Ayers to 
elaborate on his statement that although 
he felt that receivables should be con- 
firmed he was not certain that in the ab- 
sence of confirmation qualification should 
be required. Mr. Carter suggested that 
perhaps this was because in a statutory 
engagement the absence of a required 
procedure would necessarily be reported 
by the auditor in his statement that all 
the information and explanations requir- 
ed had been obtained. Mr. Carter asked 
what corresponding safeguard there was 
in the case of non-statutory audits. Mr. 
Ayers replied that he had been referring 
primarily to the audit of incorporated 
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companies but he felt that in any en- 
gagement the confirmation of receivables 
should be accepted practice and where 


the auditor felt it should be done, and 
it was not done, he should qualify his 
opinion. 


II. ATTENDANCE AT PHYSICAL STOCKTAKING 


Mr. Church then presented the case 
in favour of attendance at physical stock- 
taking. He prefaced his remarks by 
commenting on the fact reported by Mr. 
Blough that many auditors in the United 
States avoided the “‘confirm or qualify” 
requirement by not expressing any op- 
inion. This could not be done in the 
case of statutory audits in Canada because 
an auditor was required to give an opin- 
ion and this different situation had to 
be kept in mind when considering the 
American experience with these extens- 
ions of auditing procedure. Mr. Church 
based his arguments on the same points 
as used by the American Institute in 
explaining the need for their first bul- 
letin. The members of the Dominion 
Association held themselves out to the 
public as proficient in accounting prac- 
tice and audit procedure. However, fin- 
ancial statements are not factual docu- 
ments and in expressing an opinion on 
statements the auditor must use his judg- 
ment. There is also a grave question on 
the exercise of judgment in the applica- 
tion of technical skills. 


It was generally agreed that the day 
is long past when we can confine our 
examination to the written record and 
the books of account; we are always care- 
ful to obtain independent confirmation 
of bank balances; many auditors require 
independent confirmation of receivables; 
it is generally accepted practice to exam- 
ine securities or to require certificates 
from reputable custodians. Is it not a 
little ridiculous to stop our verification 
at that point and to accept what in many 
cases is the principal asset without any 
independent verification of its existence? 
The expression of an opinion on inven- 


tories necessarily involves consideration 
of the company’s own procedures as to 
the methods of internal control of stock- 
taking and the auditor's examination 
could be made easier and faster if what- 
ever verification procedures we adopted 
were supplemented by observing the 
physical stocktaking. Mr. Church then 
quoted the American Institute bulletin 
to indicate that the auditor was not ac- 
cepting responsibility for physical quan- 
tities or condition since these things were 
beyond his normal professional compe- 
tence. It must never be overlooked in 
discussions of the extension of auditing 
procedure to include observation of physi- 
cal stocktaking that these additional pro- 
cedures are still only part of the proced- 
ures to be adopted for the verification of 
inventories. The members of the Do- 
minion Association were not by any 
means the only auditors in the country, 
and the insistence .by the Association on 
the adoption of additional procedures as 
a matter of routine would greatly 
strengthen the prestige of the Associa- 
tion in comparison with non-members. 


Mr. Brown Against 


Mr. Brown stated what he considered 
to be the two basic assumptions on which 
this discussion should be based: first, if 
the proposed extension were adopted it 
must be part of regular audit procedure 
and not one indulged in on special cir- 
cumstances only; secondly, that it will 
cover the whole inventory and not a 
part only. This assumption is at var- 
iance with the arguments advanced by 
those favouring the extension of audit 
procedures regarding inventories but 
since errors in inventories of a serious 
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nature will, in most cases, be wilful, they 
are more likely to be found in the por- 
tions not examined than in the portions 
examined and a complete test would 
therefore appear to be essential. 

The whole idea of attendance at 
physical stocktaking is comparatively new 
as far as Canadian practice is concerned 
and as yet no one appears to have come 
forward to maintain that we should be 
responsible for inventory quantities as 
well as values. Nowhere in the various 
governing Acts will you find any sug- 
gestion that auditors are responsible as 
appraisers or valuers or experts in ma- 
terials. 

The principal objections to the extens- 
ion of audit procedures to include ob- 
servation of inventory taking could be 
stated under three headings: (1) re- 
sentment of the client, (2) impractic- 
ability and (3) incompetence. The 
problem of who is to absorb the extra 
cost and why we should stop at inven- 
tories and not continue to capital assets 
should also be considered. 


On (1) Mr. Brown believed that most 
clients would object to any suggestion 
that the auditor should observe physical 
stocktaking as a reflection on the clients 
and their staffs. On (2) it was obvious- 
ly going to be impractical for members 
of the Association to carry out this pro- 
cedure as long as most clients continue 
to close their books at December 31. 
In most offices the staff was normally 
kept completely occupied with rush jobs 
for the first few days in January and 
there would simply not be any one avail- 
able to do any additional work. On 
(3) there were very few auditors who 
ever had the opportunity or the desire 
to go beyond the factory door in order 
to acquaint themselves with the many 
ramifications of the manufacture of the 
company’s products. Under these cir- 
cumstances it would obviously be absurd 
for auditors to set their judgment of in- 


ventory quantities and conditions against 
that of those who were devoting the 
whole of their time to the study of these 
matters. 


As to the objection that by failing to 
adopt this procedure we were certifying 
to a balance sheet a substantial part of 
which we had been unable to verify, this 
objection was serious but not unique as 
there are many other cases in which we 
accept equally important items on the cer- 
tificate of management — for example, 
the actuary’s certificate on insurance com- 
pany reserves. In many cases, municipal 
audits, stock exchange audits, and many 
others, we use special form reports that 
indicate what we have done and not 
done and we should be able to deal with 
our failure to verify inventory quantities 
in the same way. 


Mr. Blough In Rebuttal 


Mr. Blough then spoke for a few min- 
utes in rebuttal of Mr. Brown's argu- 
ments. Admitting the difficulties in- 
herent in the extended inventory pro- 
cedure, he felt that most of them were 
more apparent than real. As far as the 
client’s objections were concerned, the 
position was simply that if a client want- 
ed an unqualified expression of opinion 
he must be prepared to submit to what- 
ever procedure the auditor considered 
necessary. The argument of impracticabil- 
ity was also serious but not insuperable. 
In the United States a similar situation 
exists but it has been overcome to a con- 
siderable extent. There are many tests 
that can be performed during the year; 
an auditor need not be present at the 
time of stocktaking to make some test 
counts; and in cases where the company 
maintains a running book inventory, tests 
can be made at any time during the year 
to assure the auditor that the inventories 
are in agreement with the records. As 
for the alleged incompetence of the au- 
ditor to perform this work, an auditor 
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who knows absolutely nothing about the 
company’s product cannot under any cir- 
cumstances express an opinion on the 
validity of his financial statements. Mr. 
Blough admitted that it was true that au- 
ditors are not appraisers but pointed out 
that they are not trying to pass as valuers 
of the inventory. There are cases where 
the auditor is helpless to determine what 
is being inventoried but, by helping to set 
up a properly controlled system of tak- 
ing inventory and by discussing the pro- 
cedures actually being carried out with 
the employees engaged in the stock tak- 
ing, he can get a reasonably good idea of 
the nature and quantity of the stock un- 
less there exists a conspiracy of improb- 
able proportions. He remarked that al- 
though an unskilled auditor might not 
be able to tell exact quantities or grades 
he could certainly tell whether there was 
any inventory at all or not. 


Should Procedures Be Laid Down? 


The chairman then called on Mr. Clem 
L. King, the Association’s research direc- 
tor, to speak on the question of whether 
the Research Committee should lay down 
any auditing procedures. Mr. King set 
out his arguments in favour of having 
auditing procedures laid down by the 
Association as follows: 

He maintained that formal statements 
on auditing procedure would— 


(1) Emphasize the changes that accrue 
over the years; 

(2) Provide an accepted floor or min- 
imum but would not set any ceiling; 

(3) Provide a generally accepted defini- 
tion of adequacy for use by the 
members in assessing the adequacy 
of their own procedures; 

(4) Provide a guide as to when quali- 
fication was necessary; 

(5) Help the users of financial state- 
ments to know what the auditor did 
to arrive at his opinion; 

(6) Clarify the anomalous situation re- 
sulting from the absence of such 


standards in Canada. Procedures are 
followed by some offices with re- 
spect to statements which are to be 
filed with the SEC in the United 
States, yet the same procedures are 
not followed with respect to other 
companies. This situation may well 
lead to difficulties in the Courts at 
some time if it is ever asked why 
extended procedures are necessary 
with respect to United States com- 
panies but not to Canadian ones. 

(7) The existence of such standards 
might forestall Government inter- 
vention such as now exists in the 
United States. 


Mr. King’s summary of the arguments 
against the issuing of required proced- 
ures was as follows: 


(1) As a professional man it is the 
auditor’s duty to act in accordance 
with his own thinking. He should 
not be limited to applying certain 
laid-down procedures to each type of 
engagement. 

(2) Many people feel that if the Do- 
minion Association were to lay 
down procedures it might be re- 
garded as assuming some of the li- 
ability for determining what pro- 
cedures are sufficient in specific in- 
stances as well as detracting from 
the professional position of the in- 
dividual practitioner. 

(3) It may be objected that laid-down 
minimum standards will come to be 
regarded as complete descriptions 
of necessary procedures. 


General Discussion ' 


The meeting was then thrown open for 
general discussion. A wide variety of 
opinions on all the points discussed by 
the panel members were expressed. 
There seemed to be a feeling among 
many of the members that it was objec- 
tionable to have laid-down standards and 
that the laying down of any standards, 
even minimum ones, tended to detract 
from the professional nature of the au- 
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ditor's work by making verification a 
routine performance of a standard pro- 
gramme and removing the scope for 
exercise of the auditor’s discretion and 
judgment. This was held to be objec- 
tionable by several speakers who stated 
their belief that the auditor should base 
his certificate on his professional opinion 
backed by what in his judgment were the 
necessary procedures to enable him to ex- 
press such an opinion and that no laid- 
down standards were required. 


External v. Internal Evidence 

There was also some discussion on the 
relative validity of internal and external 
evidence. It was held that the proposed 
extensions of auditing procedure indi- 
cated an increased tendency to rely on 
external evidence as opposed to internal. 
Several speakers pointed out that the su- 
periority of external evidence over in- 
ternal lay in the very fact that it was 
external and therefore more likely to be 
independent and reliable. It was pointed 
out that reliance on independent check- 
ing of all phases of a client’s operations 
is generally accepted as desirable either 
in the form of “internal check” or by in- 
dependent examination or confirmation 
by the auditor. 


Meaning of Attendance 
at Stocktaking Misunderstood 


There seemed to be a general lack of 
agreement as to what actually was in- 
volved in the physical attendance at 
stocktaking. Most of the opponents of 
any extension of this phase of generally 
accepted procedure objected to it on the 
grounds that auditors could not and 
should not set themselves up as experts 
in materials or in the proper determina- 
tion of the quantities or conditions of 
goods. Mr. Blough, called upon again to 
clarify the position of the American In- 
stitute in this matter, advised that as far 
as he knew no accountant in the United 
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States had ever been held responsible for 
the determination of inventory quantities. 
He pointed out that the purpose of re- 
quiring the extended procedure was to 
give the auditor a greater opportun- 
ity of satisfying himself that the man- 
agement’s methods of determining quan- 
tities were such that would reasonably 
lead to a proper determination. Despite 
this statement by Mr. Blough there were 
a number of other speakers who felt that 
the auditor’s incompetence made attend- 
ance at physical stocktaking a useless pro- 
cedure. However, one speaker pointed 
out that attendance at inventory taking 
was a valuable way for the auditor to be- 
come familiar with the client’s business 
and thus to reduce his incompetence. 
One officer of a large corporation stated 
that he felt that the auditor’s attendance 
at stocktaking was of considerable value 
to the corporation. 


Time of Confirmation 


There seemed to be less specific objec- 
tions to the confirmation of receivables 
although several speakers were afraid 
that the proposed laid-down procedure 
would require this to be done at the bal- 
ance sheet date and thus the element of 
surprise would be lost and the problem 
of peak-period work intensified. There 
was a good deal of discussion on this 
point but it seemed to be the general 
feeling that confirmation of accounts re- 
ceivable could be done other than at the 
year-end without detracting from its use- 
fulness. As in the case of inventories 
there seemed an unwillingness on the 
part of some speakers to accept the con- 
tention of the advocates of the exten- 
sions of procedure that the primary pur- 
pose of the extended procedure was to 
enable the auditor to evaluate the relia- 
bility of the client’s accounting system 
rather than to verify the specific year-end 
assets but the majority of the speakers 
appeared to accept this position. 
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Desirability of 
Guidance by the Association 

There was some further discussion on 
the primary question of whether proced- 
ures should be laid down at all, during 
which it was suggested that bulletins 
served a useful purpose in passing on 
knowledge and information to all mem- 
bers. It was also suggested that in view 
of the existence of such bulletins and re- 
quirements in the United States some 
statement by the Dominion Association 


Professional Notes 


BRITISH: COLUMBIA 


Mr. Carson G. Manzer, B.Com., C.A. an- 
mounces the opening of an office for the 
practice of his profession at Pacific Coast 
Fire Bldg., 325 Howe St., Vancouver, B.C. 


NEW BRUNSWICK 
Moncton Chartered Accountants Meet 


An informal meeting of the chartered ac- 
countants of Moncton, N.B. and Amherst, 
N.S. was held on Friday, March 31 at the 
Moncton Curlers’ Association. Following a 
dinner, proposals were advanced for the 
formation of a chartered accountants’ club 
to embrace the members in the two assoc- 
iated cities. The club would hold regular 
dinner meetings at which time matters of 
interest to the profession would be dis- 
seminated by means of lectures and informal 
talks. 

Members of the Moncton Students’ So- 
ciety were guests of the meeting. Mr. 
Charles W. Campbell, C.A. spoke on report 
writing and Mr. W. A. Morrell, F.C.A. 
passed along a few of his own experiences 
as an auditor in the Maritimes. It was 
planned to have another dinner meeting in 
the near future when the formation of the 
proposed club would be completed. 


was essential for the guidance of the 
members especially if the Dominion As- 
sociation felt that the extensions were 
not necessary. 

The general feeling of the members 
present appeared to be that the two ques- 
tions, accounts receivable and inventories, 
should be dealt with separately since 
there was by no means as much agree- 
ment on the desirability of the latter as 
on the former. 


ONTARIO 
Mr. Philip F. J. Kendall, C.A., announces 
the opening of an office for the practice of 
his profession in the Royal Bank Bldg., Strat- 
ford. 


Ottawa Chartered Accountants Club 


About 125 chartered accountants and 
students have been attending the monthly 
luncheons of the Ottawa chartered account- 
ants club. Guest speakers have included 
Mr. George R. Heasman, director of the 
Trade Commissioner Service of the Dept. 
of Trade and Commerce, who spoke on “A 
Two Million Dollar Sales Force”; Mr. W. 
L. Taylor, assistant general manager of Im- 
perial Oil Ltd., who talked on the future 
of western oil; Mr. S. M. Finlayson, gen- 
eral manager of the Canadian Marconi Co., 
who spoke on “Television”. 

oe 68 4s 

Millar, Macdonald & Co., Chartered Ac- 
countants, Winnipeg and Toronto, and Mr. 
A. Douglas Downie, CA. Toronto, an- 
nounce that their Toronto practices are now 
being conducted under the firm name of 
Millar, Macdonald & Downie, Chartered 
Accountants, with offices at 350 Bay St., 
Toronto. 
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SASKATCHEWAN 

Mr. W. T. Scott, C.A., resident partner 
in Ronald, Griggs & Co., Chartered <Ac- 
countants, Saskatoon, announces that he has 
acquired the practice of Mr. W. S. Ronald, 
C.A. Hereafter the practice will be carried 
on under the firm name of W. T. Scott & 
Co., Chartered Accountants, with offices at 
104 Grain Bldg., Saskatoon. Mr. V. D. 
Hamilton, C.A. will be associated with Mr. 
Scott. 

* * «& 

Saskatchewan Institute’s Annual Meeting 

The Saskatchewan Institute’s annual meet- 
ing for 1950 will be held on June 23 and 
24 in Waskesiu, the heart of Prince Albert 
National Park. The slogan of this meeting 
is to be “A little work and a lot of fun”! 

* €¢ @ 
Regina Chartered Accountants Club 

At the April luncheon meeting of the 
Regina chartered accountants club Mr. Lloyd 
C. Slater, C.A. spoke on “Some Aspects of 
Oil Accounting”. Mr. H. A. Hunt, C.A. 
presided. 


QUEBEC 
Quebec Students’ Society 
The February dinner meeting of the Que- 
bec Students’ Society was held on February 
23, at the Queen’s Hotel, Montreal. The 
guest speaker, the Hon. D. C. Abbott, K.C., 
Minister of Finance, gave an address entitled 
“Preparing the Budget”. He was introduced 
by Mr. J. A. de Lalanne, C.A., and thanked 
by Mr. W. P. Gould, C.A. 
a * © 
Messrs. William H. Richter, C. Usher and 
C. Vineberg, practising under the name of 
Richter, Usher & Co., Chartered Account- 
ants, announce that as of May 1, 1950 their 
practice is continuing under the name of 
Richter, Usher & Vineberg, Chartered Ac- 
countants, with offices at 660 St. Catherine 
St. W., Montreal. 


ONTARIO 


Hamilton and District 
Chartered Accountants Association 


The Hamilton and District Chartered Ac- 
countants Association met in the Royal Com 
naught Hotel on March 28 in order to hear 
an address by Mr. Clem King, F.C.A., secre- 
tary and research director of the D.A.C.A., 
on “Trends in financial statement presenta- 
tion”. Mr. King emphasized the desirability 
of a clear statement of the basis of valua- 
tion of inventories and referred to some 
complications which may arise from the 
somewhat restrictive wording of the new 
income tax regulations on this subject. Mr. 
C. K. McGillivray expressed to Mr. King 
the deep appreciation of the audience for his 
talk. 


The Council of the Institute of Chartered 
Accountants of Ontario have announced that 
the following 28 members have been honour- 
ed by election to Fellowship in the Institute 
in recognition of their outstanding contribu- 
tions to the advancement of the profession. 
Residence outside Toronto is indicated in 
brackets: 


G. A. Adamson; D. A. Ampleford; W. J. 
Ayers; W. M. Brace; J. G. Brown, M.P-P. 
(Kitchener); J. R. Church (Vancouver); H. 
A. Cotnam; H. C. Dell; R. Dilworth; Prof. 
W. S. Ferguson; E. Fricker (Ottawa); K. E. 
Greenwood; M. Hilborn; W. I. Hetherington; 
W. F. Holding; E. A. Jarrett; C. L. King; 
Prof. W. G. Leonard (Kingston); G. M. Mor- 
rison (New York); W. T. Millard (Brant- 
ford); G. T. Miles; W. H. Moore; C. L. 
McConnell; J. D. McCormack; J. S. Reeves 
(Hamilton); J. W. Westervelt (London); D. 
F. Wilson; R. S. Watson (Hamilton), 

The last election to Fellowship took place 
in 1947 and the present election brings the 
number of F.C.A.’s to 100. 
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THE PUBLIC ACCOUNTANCY ACT 


1950 (Ont.), c. 60 


AN ACT TO REGULATE THE PROFESSION OF PUBLIC ACCOUNTANCY 
IN ONTARIO 


(2nd Session, 23rd Legislature, Ontario 14 George VI, 1950, 
assented to April 6, 1950) 





IS MAJESTY, by and with the advice 

and consent of the Legislative Assemb- 

ly of the Province of Ontario, enacts as fol- 
lows: 


1. Interpretation.—In this Act, 
(4) “Council” means The Public Account- 
ants Council for the Province of On- 
tario established under this Act; 
“licensing date” means the Ist day of 
August, 1950; 
(c) “prescribed” means prescribed by regu- 
lations made by the Council under this 
Act; 
“public accountancy” means the inves- 
tigation or audit of accounting records 
or the preparation of or reporting on 
balance sheets, profit and loss accounts 
or other financial statements, but does 
not include bookkeeping or cost ac- 
counting or the installation of book- 
keeping, business and cost systems; 

(e) “public accountant” means a person 
who, alone or in partnership with 
others, carries on the practice of pub- 
lic accountancy and in connection with 
that practice offers his services for re- 
ward to members of the public, but 
does not include a person by reason of 
his practising public accountancy in 
respect of, 

(i) any public authority or any com- 
mission, committee or emanation 
thereof, including a Crown com- 
pany, 

(ii) any bank, loan or trust company, 

(iii) any transportation company in- 
corporated by Act of the Parlia- 
ment of Canada, or 

(iv) any other publicly-owned or pub- 
licly-controlled public utility or- 
ganization; 

(f) “qualifying body” means The Institute 
of Chartered Accountants of Ontario 
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or The Certified Public Accountants 
Association of Ontario. 


2. Establishment of Council. — There is 
hereby established a Council, which shall 
be a body corporate under the name “The 
Public Accountants Council for the Province 
of Ontario” with power to acquire, hold and 
dispose of land. 

3.(1) Constitution of the Council. — The 
Council shall consist of fifteen members as 
follows: 

(a) eight to be appointed by The Institute 

of Chartered Accountants of Ontario; 

(b) five to be appointed by The Certified 

Public Accountants Association of On- 
tario; and 

(c) two to be elected in the prescribed 

manner by vote of the public account- 
ants who are licensed under this Act 
and are not members of either quali- 
fying body. 

(2) Qualification of members. — No per- 
son shall be appointed or elected a member 
of the Council unless he holds a licence under 
this Act, but this prohibition shall not apply 
to the appointment of the first members of 
the Council. 

(3) Elected members.— No person who 
is a member of either qualifying body shall 
be elected under clause ¢ of subsection 1. 

(4) First members under subsec. 1(c).— 
Notwithstanding clause c of subsection 1, the 
first two members to hold office under that 
clause shall be appointed, one by The Inter- 
national Accountants’ and Executives’ Corpor- 
ation (Ontario) and one by the Ontario as- 
sociation of The Institute of Accredited Public 
Accountants, both such appointees to be pub- 
lic accountants practising in Ontario and not 
members of either qualifying body. 

(5) Date of first appointments. — The 
first appointments shall be made on or before 
the Ist day of May, 1950. 
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4. (1) Certification of appointment.—The 
secretary of each body by whom a member or 
members of the Council is or are to be ap- 
pointed shall certify in writing the name or 
names of the member or members so ap- 
pointed. 


(2) Certification of election. — The elec- 
tion of a member shall be certified in writ- 
ing in the prescribed manner. 


(3) Certificate as evidence. — Every such 
certificate shall for all purposes be sufficient 
evidence of the appointment or election of 
the member or members named therein. 


5. Exercise of power of appointment.— 
The council or other governing authority of a 
body may exercise the power of appointment 
hereby conferred on that body. 


G6. (1) Term of office. — Every member 
of the Council shall hold office for a term of 
two years from the date of his appointment 
or election which, in the case of appointments 
made on or before the 1st day of May, 1950, 
shall be effective from that date and, in the 
case of all subsequent appointments or elec- 
tions, shall be effective from the first ordin- 
ary meeting of the Council held in the term 
for which he was appointed or elected. 


(2) Idem. — Every member shall hold of- 
fice until his successor is appointed or 
elected. 


(3) Re-appointment and re-election. — A 
retiring member of the Council shall be eli- 
gible for re-appointment or re-election. 


(4) Vacancies. — Any vacancy in the of- 
fice of a member of the Council shall be 
filled for the remainder of the term by the 
body which appointed him or by an election 
in the manner prescribed in clause ¢ of sub- 
section 1 of section 3, as the case requires. 


(5) Effect of vacancy. — The Council may 
act nothwithstanding a vacancy in its num- 
ber occurring from any cause. 


7. (1) Resignation of member. — A mem- 
ber of the Council may at any time resign 
his office by giving notice to the Council. 


(2) Removal of member. — The Coun- 
cil may of its own motion and shall, in the 
case of an appointed member if so requested 
by the body by which the member was ap- 
pointed, remove a member from his office 
for any prescribed cause. 
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8. Functions of Council. — It shall be 
the duty of the Council to administer the 
provisions of this Act and in particular, but 
without limiting the generality of the fore- 
going, the functions of the Council shall in- 
clude: 


(a) the grant or refusal of licences, in ac- 
cordance with this Act; 

(8) the maintenance and, if thought fit, the 
publication of a roll of the persons 
for the time being licensed under this 
Act; 

(c) the prescription of the fees payable 
on the grant or renewal of licences 
under this Act; 

(da) the maintenance and improvement of 
the status and standards of profession- 
al qualifications of public accountants 
practising as such in Ontario; 

(e) the consideration of matters of com- 
mon interest and concern to public ac- 
countants, and the submission of repre- 
sentations to any government depart- 
ment or public authority with ref- 
erence to any such matters; 

(f) the provision of scholarships for stu- 
dents in public accountancy and of 
maintenance grants for such students 
whose means appear to the Council to 
be insufficient to enable them to pursue 
their studies; 

(g) the conduct and _ encouragement, 
whether by means of financial assist- 
ance or otherwise, of research in ac- 
countancy; 

(4) the exercise of the disciplinary powers 
conferred by this Act; and 

(4) the prosecution of offences under this 
Act. 


9. (1) First meeting of the Council. — As 
soon as practicable after the 1st day of May, 
1950, the Council shall hold a meeting for 
electing a president, a vice-president, a sec- 
retary and such other officers as may be 
deemed necessary, who shall hold office un- 
til the first ordinary meeting of the Coun- 
cil held in 1951 and until their successors 
are elected, and, subject to the provisions 
of this Act, for determining upon procedure 
and upon all other matters required to be 
determined before the licensing date. 


(2) Vacancy not to affect constitution.— 
For the purposes of such meeting the Coun- 
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cil shall be deemed to be duly constituted, 
notwithstanding any vacancy therein by rea- 
son of delay in the appointment of a per- 
son as a member thereof. 


10. (1) Subsequent meetings of the 
Council. — The Council shall meet at such 
times and places as it may from time to time 
determine; provided that the Council shall 
hold at least one meeting in every period of 
three months to consider and determine ap- 
plications for licences under this Act. 


(2) Extraordinary meetings. — The presi- 
dent of the Council may at any time convene 
an extraordinary meeting of the Council at 
such time and place as he may, by notice to 
the members of the Council, direct, and the 
conditions as to giving such notice shall be 
as may be prescribed. 


11. (1) Voting at meetings of the Coun- 
cil. — Except as otherwise expressly provid- 
ed by this section, all matters which arise 
for decision at any meeting of the Council 
shall be decided by a majority of votes of 
members present and voting by show of 
hands. 


(2) Assent required for certain resolu- 
tions. — No resolution of the Council re- 
lating to, 


(a) any of the functions of the Council 
referred to in clause 4 or # of section 
8; 

(4) the making of regulations under sec- 
tion 33; 

(c) the revocation or non-renewal of a 
licence granted under this Act; or 

(d) the granting of an exemption to any 
person pursuant to subsection 2 of 
section 16 from any of the conditions 
of section 16, or the approval of con- 
ditions subject to which such exemp- 
tion shall be granted, 


shall be valid unless approved by the votes of 
at least three-quarters of the members of the 
Council present and voting thereon. 


(3) Notice. — No resolution of the 
Council relating to any of the matters men- 
tioned in subsection 2 shall be valid unless 
the notice calling the meeting at which the 
resolution is moved has specified the general 
mature of the business to be transacted 
thereat. 


12. (1) Officers. — The officers to be 
elected from among the members of the 
Council shall be a president, a vice-presi- 
dent, a secretary and such other officers as 
the Council may deem necessary. 

(2) Election of officers. — The election 
of officers shall take place annually at the 
first ordinary meeting of the Council in each 
calendar year when all officers then in of- 
fice shall retire but if otherwise qualified 
shall be eligible for re-election; and in the 
event of a tie vote for the election of the 
president or vice-president, the issue shall 
be decided by lot. 

(3) Term of office. — Subject to the pro- 
visions of this section and of subsection 1 
of section 9, any officer elected by the Coun- 
cil shall continue in office for a term of one 
year and until his successor is elected. 

(4) Vacancies. — Every vacancy occur- 
ring in any office by reason of the incum- 
bent dying, resigning or otherwise ceasing 
to be a member of the Council during his 
term of office, shall be filled for the remain- 
der of his term by the Council from among 
its members. 


13. Quorum. — At all meetings of the 
Council eight members shall constitute a 
quorum. 

14. (1) Committees. — The Council may 
from time to time appoint committees from 
among its members. 

(2) Delegation to committees. — The 
Council may delegate to any such commit- 
tee, subject to such restrictions or conditions 
as the Council may think fit, any of its 
powers or duties, other than those referred 
to in subsection 2 of section 11, and may 
dissolve any such committee. 

15. (1) Roll of public accountants.—The 
Council shall before the licensing date pre- 
pare and thereafter maintain a roll to be 
called “The Roll of Public Accountants in 
Ontario”. 

(2) Entries on and erasures from roll.— 
The Council shall from time to time cause to 
be entered on the roll the name and ad- 
dress of every person licensed under this 
Act and shall cause to be removed there- 
from, 

(a) the name of every person licensed un- 

der this Act who has made application 
to the Council in the prescribed man- 
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ner requesting the Council to remove 
his name from the roll; and 

(6) the name of every person whose 
licence under this Act has been re- 
voked or has not been renewed in ac- 
cordance with this Act, 


and shall cause any other necessary alterations 
or corrections to be made therein. 

16. (1) Qualifications for licence. — Any 
person shall, on application to the Council 
in the prescribed manner and upon payment 
of the prescribed fee, be entitled to be 
licensed under this Act if the Council is 
satisfied, 


(a) that on the licensing date the appli- 
cant was a member of a qualifying 
body; or 

(&) that on the licensing date the appli- 
cant was carrying on the practice of 
public accountancy and in that con- 
nection maintained in Ontario, either 
alone or in partnership with others, a 
place of business at which his services 
as a public accountant could be en- 
gaged, and was of good repute and had 
been in practice as a public account- 
ant for one year before the licensing 
date; or 


(c) that the applicant is a member of a 
qualifying body, having taken the 
regular courses and passed the final 
examinations of such body or of a 
body recognized by it for purposes of 
affiliation; or 

(4) that the applicant has passed an exam- 
ination deemed by the Council to be 
not less than equivalent to the inter- 
mediate examination of a qualifying 
body and has practised or been em- 
ployed in public accountancy in On- 
tario for a period of not less than 
three years. 


(2) Exemption from conditions. — The 
Council may, in special circumstances and 
subject to subsections 2 and °3 of section 11, 
either unconditionally or subject to such 
conditions as it may think fit, exempt any 
person from one or more of the conditions 
set forth in subsection 1. 


(3) Licensees from other jurisdictions.— 
The Council may by regulation prescribe the 
terms and conditions upon which any licen- 
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see of a state or province other than On 
tario may be exempted from one or more 
of the conditions set forth in subsection 1, 
but no such regulation shall be made, 
amended or repealed unless approved by 
the votes of at least two-thirds of the mem- 
bers of the Council present and voting 
thereon. 

17. Period of licence. — Every licence 
granted or renewed under this Act shall be- 
come effective on and shall bear the date 
as of which it is granted or renewed and, 
unless revoked, shall remain in force until 
the date prescribed by the Council. 


18. Renewal of licence. — Any person 
who is, and is entitled to be, licensed under 
this Act and who applies to the Council in 
the prescribed manner and pays the pre- 
scribed fee shall be entitled to have his 
licence renewed, but nothing in this sec- 
tion shall prejudice or affect the power of 
the Council to revoke any licence in accord- 
ance with this Act. 

19. (1) Fees. — The fee payable for the 
grant or renewal of a licence shall not ex- 
ceed $25. 

(2) Recovery of fees. — The Council may 
sue for and recover any unpaid fees in any 
court of competent jurisdiction. 

20. (1) Powers as to revocation of li- 
cence. — If a person licensed under this Act, 

(a) has been convicted of a criminal of- 
fence; 

(5) becomes of unsound mind; 

(c) has been adjudged bankrupt or has 
made arrangement with his creditors; 
or 

(d) has been found on inquiry held by 
the Council to be guilty of conduct 
disgraceful to him in his capacity as 
a public accountant, 

the Council may, subject to the provisions of 
this section, revoke his licence. 

(2) Notice of intention to revoke and 
hearing.—Where the Council intends to re- 
voke any licence in pursuance of clause 4, b 
or ¢ of subsection 1, the Council shall first 
cause a written notice of its intention to be 
served on such person in the prescribed man- 
ner and shall on application made by such 
person within one month from the date of 
the service of the notice consider any repre- 
sentations with regard to the matter which 





ict et acaiesieaineae antennae aaa ee JRA YE TRRDEERRENEN REE RENNES 


PARRY Pe ee ret ESTE TY 


on 





j 
E 


STE ee acre trate searengagemmeemten mame 2 


Rn eT nn eT Oe re cane FST YS 





may be made by him to the Council, either in 
person or by counsel. 

(3) Inquiry.—In any case in which it ap- 
pears to the Council that a person licensed 
under this Act has been guilty of conduct 
disgraceful to him in his capacity as a pub- 
lic accountant, the Council may cause an 
inquiry to be held. 

(4) Notice of inquiry— Where an inquiry 
is to be held under this section, the Council 
shall forthwith cause to be served on the 
person concerned a written notice of the 
proposed inquiry specifying the time and 
place at which it is to be held and the sub- 
ject matter thereof, and the person concern- 
ed shall on application be entitled to be 
heard at the inquiry either in person or by 
counsel. 

21. Notice of refusal or revocation of 
licence.-—Where the Council refuses the ap- 
plication of any person for the grant or re- 
newal of a licence, or revokes any licence 
granted to any person it shall forthwith 
cause written notice of such refusal or re- 
vocation to be served on such person. 

22. (1) Effect of revocation—No person 
whose licence has been revoked shall, ex- 
cept as provided in this section, be granted 
a licence under this Act. 

(2) New licence after revocation.—A per- 
son whose licence has been revoked may, 
either on his application or on motion of 
the Council and after inquiry, be granted 
a new licence and his name may be restored 
to the roll at the discretion of the Council 
either without payment of a fee or on pay- 
ment of such fee as the Council may deter- 
mine. 


23. Appeal.—Where the Council, 

(a) refuses to grant a licence or a new 
licence; 

(5) refuses to renew a licence; or 

(c) revokes a licence, 


the person aggrieved may, within three 
months from the day on which notice thereof 
was served on him, apply to a judge of the 
Supreme Court who upon due cause shown 
may make an order directing the Council to 
grant the licence, renew the licence or cancel 
the revocation of the licence, as the case may 
be, or may make such other order as may 
be warranted by the facts, and the Council 
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shall forthwith comply with such order and 
such order shall be final. 

24. Obtaining licence by false representa- 
tion.—If any person wilfully procures, or 
attempts to procure, the granting to him 
of a licence under this Act, or the renewal of 
such licence, by making or producing, or 
causing to be made or produced, any false 
or fraudulent representation or declaration, 
either orally or in writing, such person shall 
be guilty of an offence and on summary 
conviction shall be liable to a penalty of 
not less than $100 and not more than $250. 


25. (1) Failure to surrender licence.— 
If any person ceases to be licensed under 
this Act, he shall, within fourteen days 
thereafter, transmit his licence to the Coun- 
cil for cancellation, and, if he fails to do 
so, he shall be guilty of an offence and on 
summary conviction shall be liable to a 
penalty of not less than $10 and not more 
than $25, and to a further penalty of not 
less than $3 and not more than $5 for every 
day on which the offence continues after 
conviction. 

(2) Abuse of licence.—Any person who, 

(a) uses a licence issued under this Act 
to another person; or 
allows a licence, issued to him under 
this Act, to be used by any other per- 
son; of 
(c) not being licensed under this Act, 

uses or has in his possession any doc- 
ument purporting to be a licence is- 
sued to him under this Act, 


shall be guilty of an offence and on sum- 
mary conviction shall be liable to a penalty 
of not less than $50 and not more than $100 
and, in the case of a continuing offence, to a 
further penalty of not less than $15 and not 
more than $25 for every day on which the 
offence continues after conviction. 


26. (1) Restriction on use of title or 
carrying on business of public accountant.— 
On and after the licensing date and subject 
to the provisions of this section, no person 
who is not licensed under this Act shall, 
within Ontario, 

(a) take or use the name or title of ‘“Pub- 

lic Accountant”; 

(&) practise as a public accountant; or 
(c) hold himself out as being licensed as 


(b 
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a public accountant or use any desig- 
nation or initials indicating or imply- 
ing that he is licensed as a public ac- 
countant. 


(2) Permission for non-resident to prac- 
tise.—Notwithstanding anything in this sec- 
tion, the Council may permit any person 
who is a non-resident of Ontario to practise 
as a public accountant within Ontario with- 
out a licence under this Act, subject to any 
terms and conditions that may from time to 
time be prescribed. 

(3) Penalties—Any person contravening 
the: provisions of this section shall, without 
prejudice to any other proceedings which 
may be taken, be guilty of an offence and 
on summary conviction shall be liable to a 
penalty of not less than $100 and not more 
than $250 for a first offence and to a penalty 
of not less than $200 and not more than 
$500 for any subsequent offence. 


(4) Defence——Where a contravention of 
this section by any person is occasioned by 
the fact that his licence has been revoked, 
it shall be a good defence to any proceed- 
ings in respect of such contravention to 
prove that, at the time when such contra- 
vention is alleged to have been committed, 
notice of the revocation had not been served 
in accordance with this Act or the regula- 
tions hereunder, or that the time for ap- 
pealing from the revocation had not expired 
or an appeal therefrom had been brought 
and had not been determined. 

27. (1) Prohibition against a body cor- 
porate carrying on business as public ac- 
countant.—After the licensing date, it shall 
not be lawful for a body corporate to prac- 
tise as a public accountant and any body 
corporate contravening the provisions of 
this subsection shall, without prejudice to 
any other proceedings which may be taken, 
be guilty of an offence and on summary con- 
viction shall be liable to a penalty of not 
less than $100 and not more than $250 for 
a first offence and to a penalty of not less 
than $200 and not more than $500 for any 
subsequent offence. 

(2) Liability of directors and officers.— 
If a corporate body is guilty of an offence 
under subsection 1, every director or officer 
of the body corporate who consented to, or 
connived at or was responsible for the com- 


mission of the offence, shall be deemed to 
be a party to and guilty of the offence and 
shall be liable to be proceeded against and 
fined accordingly. 

28. No costs, etc., recoverable by un- 
licensed person.—After the licensing date no 
person shall be entitled to recover any costs 
incurred or charges made as a public ac- 
countant after that date unless such person 
was licensed under this Act at the time 
when such costs were incurred or when the 
services were rendered in respect of which 
such charges were made. 


29. (1) Finances.—The Council shall es- 
tablish a fund into which all moneys re- 
ceived by the Council shall be paid and out 
of which shall be paid all administrative 
and establishment expenses of the Council 
and all expenses incurred by the Council in 
carrying out its functions under this Act 
and all other liabilities properly incurred by 
the Council. 

(2) Management of funds.—The Council 
shall manage, administer and keep proper 
accounts of the fund. 

(3) Investment of moneys.—The Council 
may invest any moneys standing to the cre- 
dit of the fund in any security in which 
trustees are authorized to invest. 

(4) Borrowing powers.—The Council may 
from time to time borrow any moneys re- 
quired for the purposes of the Council and 
may mortgage, hypothecate, charge or pledge 
any or all of its property and assets to se- 
cure the amount so borrowed. 

30. (1) Payment of expenses, salaries and 
pensions.—The Council shall pay, 

(a) to the members of the Council such 
allowances for travelling and subsis- 
tence expenses incurred in the dis- 
charge of their functions; and 

(&) to the secretary and any other officers 
and employees of the Council such 
salaries and remuneration and on re- 
tirement or death, such pensions and 
gratuities, 

as the Council may determine. 

(2) Dependants of employees.—The Coun- 
cil may make provision for the dependants 
of any of its employees. 

31. Audit of accounts——The annual ac- 
counts of the Council and of its officers and 
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of any committee appointed by the Council 
shall be audited by a person licensed under 
this Act and appointed annually by the 
Council; provided that a member of the 
Council or a person who is in partnership 
with such a member shall not be eligible 
for appointment as auditor under this sec- 
tion. 


32. (1) Accounts to be furnished to qual- 
ifying bodies, etc—Within three months af- 
ter the end of each financial year the Council 
shall forward a copy of the audited accounts 
of the Council for that year to each quali- 
fying body and to the Provincial Secretary. 


(2) Copies.—Any person licensed under 
this Act shall be entitled upon demand to 
receive a copy of the audited accounts. 


33. (1) Regulations, etc.—Subject to the 
provisions of this Act, the Council shall or 
may, as the case may be, prescribe by regu- 
lation anything which is by this Act re- 
quired or authorized to be prescribed and 
may make such further provisions as may 
seem to the Council necessary or desirable 
for carrying out or facilitating any of the 
purposes of this Act. 


(2) Copies.—The Council shall on receipt 
of the prescribed charges supply a copy of 
any regulations made under this Act and 
of any forms prescribed by such regulations 
to any person applying therefor. 


(3) Annulment. — The Lieutenant-Gover- 
nor in Council may annul any regulation 
made by the Council under this Act. 


34. Authentication of regulations and 
other documents.—Every regulation, licence, 
notice or other document made, granted or 
issued by the Council for any purpose what- 
soever may be signed on behalf of the 
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Council by the secretary or by such other 
officer of the Council as may from time to 
time be authorized by the Council so to do, 
and when so signed shall be prima facie evi- 
dence of such regulation, licence, notice or 
other document. 


35. (1) Service of documents. — Any 
notice or document required to be given 
by or for the purposes of this Act may be 
sent by prepaid post and when so sent shall 
be deemed to be properly addressed if ad- 
dressed to the person or body for whom 
intended at the last address of such person 
or body appearing in the roll or records 
of the Council, as the case may be. 

(2) Idem. — Any notice relating to, 

(a) the refusal to grant or renew a 
licence; 
(4) the revocation of a licence; or 
(c) the removal of the name of any 
person from the roll, 
shall be sent by prepaid registered post. 

36. Saving. — Nothing in this Act shall 
preclude a registered member of the Society 
of Industrial and Cost Accountants of On- 
tario, or any other person, from practising 
as an industrial accountant, a cost accountant 
or a cost consultant, and from designating 
himself as such. 

37. Freedom from action. — No action 
shall be brought against the Council or any 
member or former member thereof that is 
based on the refusal of the Council to grant 
or renew a licence or that is based on the 
revocation by the Council of a licence. 

38. Commencement of Act. — This Act 
shall come into force on the day it receives 
the Royal Assent. 

39. Short title. — This Act may be cited 
as The Public Accountancy Act, 1950. 





The Students’ Department 


J. E. Smyth, C.A., Editor 





NOTES AND COMMENTS 


LE we read the history of accountancy 
aright, the businessman of long ago 
was much more likely to attribute the fi- 
nancial results of his enterprise to the 
hand of Providence than he is today. 
This is possibly because the businessman 
of, say, the fifteenth, sixteenth, and sev- 
enteenth centuries was more acutely 
aware of the element of risk in his ven- 
ture than is his counterpart today. There 
were no insurance companies to assume 
any part of his anxiety for him, but on 
the other hand there were debtors’ gaols 
to punish his insolvency. Trading by 
sea was especially risky because ships 
were not as seaworthy as now and 
were inclined to sink on slight provoca- 
tion; further, a crude form of business 
enterprise known as piracy was a part of 
the competitive system. All in all there 
must have been little else to do but pray 
and hope for the best. 


Referring in the year 1494 to the un- 
fortunate possibility of debits exceeding 
credits in profit and loss account, Luca 
Paciolo wrote, “If the losses are in ex- 
cess — from which state of affairs may 
God keep every one who really lives as 
a good Christian — then you add to the 
credit in the usual manner.”  (Paciolo 
means debit capital and credit profit and 
loss.) 

But Paciolo realized that the balancing 
of the ledger, if not the result shown, 
was within the hand of man. “Now if 
these two grand totals are equal, then 


you shall conclude that your ledger was 
very well kept and closed. But if one of 
the grand totals is bigger than the other, 
that would indicate a mistake in your 
ledger, which mistake you will have to 
look for diligently with the industry and 
intelligence God gave you and with the 
help of what you have learned. There- 
fore take good care and make all efforts 
to be a good bookkeeper such as I have 
shown you fully in this sublime work to 
become one.” 

Of course, Luca Paciolo was a Fran- 
siscan monk. Still, even the lay book- 
keeper of earlier times could reconcile the 
technicalities of a journal entry with a 
petition to Heaven. Here is a journal 
entry of the year 1595: 

Ready money is indebted to capital for 
my 8,000 guilders. And is for different 
coins of gold and silver that I have in 
hand to use in pursuing the trade of mer- 
chandise. God will grant me profit and 
preserve me from loss, 

BRMEIERR, *Geccsutscte-acovsasinstosssncsecsssassavietavecs 000 

We have taken the examples cited 
above from Accounting Evolution to 
1900 by A. C. Littleton. 

* * * 


We cannot resist adding another 
example, from a different source, which 
has come to our attention since first we 
assembled our material above. The fol- 
lowing prayer, uttered by John Ward, 
M.P. in 1727, is on record: 

O Lord, Thou knowest that I have nine 
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houses in the city of London, and that I 
have lately purchased an estate in fee 
simple in Essex. I beseech Thee to pre- 
serve the two counties of Middlesex and 
Essex from fires and earthquakes. And, as 
I have also a mortgage in Hertfordshire, 
I beg Thee also to have an eye of com- 
passion on that county, and for the rest 
of the counties Thou mayest deal with 
them as Thou art pleased. O Lord, en- 
able the Banks to answer all their bills, 
and make all debtors good men. Give 
prosperous voyage and safe return to the 
Mermaid sloop because I have not insured 
it. 

And because Thou hast said: “The days 
of the wicked are but short”, I trust Thee 
that Thou will not forget Thy promise, 
as I have an estate in reversion on the 
death of the profligate young man, Sir 


Keep my friends from sinking, preserve 
me from thieves and housebreakers, and 





The Students' Department 241 


make all my servants so honest and faith- 
ful that they may always attend to my in- 
terests, and never cheat me out of my prop- 
erty night or day. ' 
(Quoted by Reginald L. Hine in Con- 
fessions of an Un-Common Attorney.) 
* * * 


We recall having read somewhere that 
the shareholders’ meetings of the East 
India Company commenced with a word 
of prayer. This procedure, we submit, 
has been replaced by the current practice 
of concluding an all-too-brief annual 
meeting with a motion of gratitude to 
Management (instead of to the Al- 
mighty) ‘for the splendid operating re- 
sults of the past year’. It would seem 
that either we have learned to distinguish 
between material gain and divine pleas- 
ure or have become insufferably self-suf- 
ficient. 


ANSWER TO LAST MONTH’S PUZZLE 


At this point we wish to distinguish 
between an answer and a solution. The 
answer given by Yule and Kendall at the 
back of An Introduction to the Theory 
of Statistics is 10%. The solution pre- 
sented below is our best attempt to date 
to arrive at this answer. 

Suppose the maximum 30% who did 
not lose an eye are all included in the 
minimum 75% who lost an ear.* 

Then at least 45% of the combatants 
must have lost both an eye and an ear. 

But this 45% can, at the most, include 
20% who did not lose an arm. 

Then at least 25% of the combatants 


must have lost an eye, ear, and arm. 

But this 25% can, at the most, include 
15% who did not lose a leg. 

Then at least 10% of the combatants 
must have lost an eye, ear, arm and leg. 


* We are trying here to establish the 
minimum percent of combatants who 
have lost both an eye and an ear. The 
lowest estimate is obtained by assuming 
that all those who did not lose an eye 
are included among those who have lost 
an ear. In this way we reduce to a mini- 
mum the possibility of the loss of both 
an eye and ear coinciding. 


PUZZLE 


(a) Given that the following statements 
are true, 


1. The Eskimos are the only people who 
eat nothing but meat, and 





2. It is found that all Eskimos have good 
teeth, 

is it a sound argument to conclude that 

no people who eat nothing but meat have 

bad teeth? 
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(b) Given that the following statements 
are true, 

1. It is found that houses in which a dog 
is kept are mever visited by burglars, 
and 

2. It is also found that houses with tele- 
phones are seldom visited by burglars, 


is it a sound argument to conclude that 
some houses in which a dog is kept are 
futed with telephones? 

(Adapted from How to Think Straight 
by R. H. Thouless, Simon and Schuster, 
New York, 1944) 


CORRESPONDENCE 


Toronto, Ont. 

Sir: I read with interest the solutions pre- 
sented for problems 1 and 2 in the March 
issue. In both the solutions the problem of 
the correct treatment of cash discounts is in- 
directly brought up. 

The treatment suggested by the solutions 
of handling cash discounts not as financial 
revenue or expense but as an offset to the pur- 
chase or sale is exactly opposite to the treat- 
ment proposed and accepted in lessons. 

Cash discounts are allowances made for the 
use of the debtor’s money before it is due. 
As such they are quite different from trade 
discounts which are actual reductions in price 
and which are not affected by the promptness 
of payment. 

In problem 1, the explanation given for 
allowing a cash discount received to be off- 
set against a fixed asset is, “The credit of 
$166 for cash discount is a proper entry in 
the account because it is a reduction in the 
cost of the machine”. I contend that it is not 
a reduction in the cost of the machine. It 
is revenue realized because the company had 
sufficient cash to pay its debt in advance of 
its due date. It is almost the same as if the 
company had earned interest on its money. 

In problem 2, “more cash discounts being 
granted” is suggested as a reason for a de- 


crease in gross profit. The only way cash 
discounts could affect gross profit would be if 
they were shown as a deduction from sales. 
If my contention that cash discounts are fi- 
nancial in nature is correct, then they must 
be shown after a net operating profit has been 
arrived at. 

JOHN D. HARVEY 


Editor’s reply: While we do not have 
anything to do personally with the marking 
of the examinations, we think we can say 
that a student would not likely be penalized 
for treating cash discounts on merchandise 
purchases and/or sales in the conventional 
way as “financial items”. The solutions pub- 
lished represent only the preferences of the 
particular accountants preparing them and 
do not in any way preclude the possibility 
of acceptable alternatives. On the other 
hand, we doubt if there are many account- 
ing texts which would support the conten- 
tion that cash discounts received on the pur- 
chase of fixed assets should be treated as 
financial revenue. 


If we are not too presumptuous for saying 
so, we would like to draw attention to a most 
distinguished pronouncement on this very 
subject which appeared in the Notes and Com- 
ments of The Students’ Department for June 
1949. 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by qualified accountants and reflect of 
course the personal views and opinions of the various contributors. They are designed not 
as models for submission to the examiner but rather as such discussion and explanation of 
the problem as will make its study of benefit to the student. 
presented is cordially invited. 





Discussion of solutions 
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PROBLEM 1 
Intermediate Examination, October 1949 
Accounting I, Question 7 (15 marks) 
The surplus of the ABC Co. Ltd. as at 1 Jan 1948 was made up of the following: 


Earned Surplus . i aaesiesbeecti eos ies $1,000,000 
Coprtal DURBIGS cnc... ecsccks ebesaep tunes 3 300,000 
Distributable Surplus 24 ssdewackoecnn 60,000 
Reserve for extension of plant ............0....0000.0000000.. 75,000 
Reserve for bond redemption ........... “i 120,000 


The following transactions occurred during 1948: 
(1) Cash dividends of $80,000 were declared and paid. 
(2) Stock dividends of $50,000 were declared and paid in common shares from capital 
surplus. 
(3) A machine originally costing $40,000 with a reserve for depreciation of $22,000 
was sold for $25,000. It was known that the depreciation rate had been too high. 
(4) Organization expense of $10,000 was written off to earned surplus. 
(5) 50,000 no par value common shares were sold at $6.00 each and $1.50 per share 
was set aside as distributable surplus. 
(6) The reserve for bond redemption was increased by $10,000. 
(7) A reserve for contingencies based upon a threatened law-suit was set up for 
$30,000. 
(8) The reserve for extension of plant was written off because of the construction of 
a new plant. 
(9) Operating and non-operating profits for the year, $300,000 (excluding profit on 
disposal of fixed assets). 
On 1 Feb 1949, after the books had been closed, the following errors were discovered 
applicable to the year 1948: 
(i) Prepaid advertising had been understated by $5,000 on 31 Dec 1948. 
(ii) Inventory had been overstated by $15,000 on 31 Dec 1948. 
(iii) Interest expense accrued had been overstated by $500 on 31 Dec 1948. 
(iv) Accrued wages had been overstated by $1,500 on 31 Dec 1948. 
(v) Land costing $13,000, purchased as an investment on 1 May 1948, had been 
charged to expense. 
(vi) A profit of $9,000 on the sale of a garage on 1 June 1948 had been credited 
to distributable surplus. 
(vii) Depreciation on machinery had been overstated by $25,000. 
(viii) Inventory of factory supplies had been understated by $300 on 31 Dec 1948. 


Required: 
Statement of the surplus accounts of the ABC Co. Ltd. for the year ended 31 Dec 
1948 after giving effect to all of the foregoing items. 
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A SOLUTION 
ABC CO. LTD. 


STATEMENT OF SURPLUS ACCOUNTS 
as at 31 Dec 1948 


Unappropriated Surplus 
Balance at 31 Dec 1947 oT 
Add: Net profit for year ................ 
Profit on sale of fixed assets . Sane tesa gcse 
Reversal of reserve for extension of plant no longer re- 
quired 


Less: Organization expenses written off . 
Appropriations for: bond redemption . 
contingencies 
Dividends declared and paid 


Balance at 31 Dec 1948 
Appropriated Surplus 


Bond redemption 
Contingencies 


Capital Surplus 
c Balance at 31 Dec 1947 biota h nlagsteh ; 
Less dividends declared and paid in common shares 


Balance at 31 Dec 1948 A ea Sextet 
Distributable Surplus 
Balance at 31 Dec 1947 


Add amount set aside from sale of no par value common shares 


Balance at 31 Dec 1948 
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$330,300 
16,000 


75,000 


$ 10,000 
10,000 
30,000 
80,000 


Editor’s Note: The revised profit for 1948 is calculated as follows: 


Balance per books at 31 Dec 1948 

Add errors decreasing profits 
Advertising 
Interest 
Wages 

“3 Land 

Depreciation . eee ae 
Factory supplies 


Less errors increasing profit: 
Inventory 


Revised profit 





$ 5,000 
500 
1,500 
13,000 
25,000 
300 


$1,000,000 


421,300 


$1,421,300 


130,000 


$1,291,300 


$ 130,000 
30,000 


$ 160,000 


ooo 


$ 300,000 
50,000 


$ 250,000 


SSS =[_——— 


$ 60,000 
75,000 





$ 135,000 


$ 300,000 


45,300 
$ 345,300 
15,000 


$ 330,300 


m8 
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PROBLEM 2 
Final Examination, October 1949 
Accounting I, Question 3 (20 marks) 


The management of the FGH Co., alarmed because of a steady and noticeable decrease 
in net profit, requests a chartered accountant to conduct an investigation to ascertain 
the reason for this decrease. The following information is given to him: 








(i) Year ending 31 Dec 1946 1947 1948 
eres Soaks $940,000 $997,500 $1,155,000 
Opening Inventory $322,500 $ 357,500 $ 502,000 
Purchases ................ 655,400 819,000 953,000 

$977,900 $1,176,500 $1,455,000 

Closing inventory .. 357,500 620,400 502,000 674,500 585,000 870,000 
Gross Profit . $319,600 $323,000 $ 285,000 
Selling and Dis- 

tributing Expense 105,000 117,000 124,000 
Bad Debts sce 20000 1,900 3,100 
Management and 

other expenses 97,500 204,500 104,000 222,900 112,000 239,100 
Net Profit ..... Mae $115,100 $100,100 $ 45,900 


(ii) The company deals in small hardware items, purchasing from wholesale houses, 
and selling at retail. There are two stores and a warehouse in the same city. 
(iii) Although continuous inventory records of goods in the warehouse are kept, it has 
been many years since they have been balanced by actual comparison with physi- 
cal count. The storemaster is convinced the continuous inventory records are 
correct, and says that to make the comparison it would be necessary to stop op- 
erations for a week. The management is reluctant to carry out a physical count. 
(iv) Sales are made either for cash or on a 30 day credit basis and, in the opinion of the 
management, the selling prices in 1947 were 5% higher than in 1946 and in 1948 
were 10% higher than in 1947. 
Required: 
On the basis of an analysis of the above information, outline the procedure the chart- 
ered accountant would adopt to carry out the investigation requested. 








A SOLUTION 
i ANALYSIS OF STATEMENTS 
1946 1947 1948 

Sales I tonite lass ete ; $940,000 $997,500 $1,155,000 
Sales price as :  ——_— oo 1.155 
Volume of sales on 1946 basis . 940,000 950,000 1,000,000 
Sales — Increased because of volume: ie 

10,000 @ 1.05 .......... aes 10,500 

PUNO TR BAS osisses. cscs sss sD Nia Ba, 57,750 
Sales — Increased because of price: 

I a he ot 47,000 

I EE Ee 99,750 
PNM RUM Bs agen hn oun yack taaniarsvsgasaawiens $ 57,500 $ 157,500 





SSS 
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Cost of sales ............... “. $620,400 $674,500 $ 870,000 
Cost of sales — volume : = begtigy 940,000. 950,000 1,000,000 
Unit cost Wee hep eee Nth a aside aphasas te autonevpie oon .66 wk 87 
Increase because of volume: 

IN tsi, ictaisnstrdardlnavaelkte 7,100 

a ch 43,500 
Increase because of price: 

No 47,000 

950,000 @ 16 occ: No a 152,000 
Total increase .... Pere nih aac ene = 20, : $ 54,100 $ 195,500 
Expenses: 
As percentage of sales 
Selling and distributing ............. aie 1.120% 1.170% 1.070%, 
Bad debts Rebel dS ee 021 .002 064 
Management and other oa os 1.030 1.040 .970 

PATE 2212 2.043 


Procedure to be adopted: 


1. 


N 


Examine purchase invoices to verify the increase in merchandise costs and to ascertain 
that all recorded purchases are actual purchases. 

Enquire into the system and procedure in effect, particularly with respect to accounting 
for inventory. The flow of goods through the company from the ordering of mer- 
chandise from the wholesaler to final delivery to the customer should be traced and 
any slack procedures which might leave room for irregularities should be carefully 
noted. 

Ascertain from the managerial head the reason why the increase in cost is not reflected 
in selling price. Possibly management has not been watching costs carefully in a rising 
market. 

Are signed requisitions necessary before goods can be taken out? Are all goods 
requisitioned actually taken out? 

Despite the storesmaster’s assertion, it would be possible to make a physical count 
of a few inventory items. These might disclose errors in stores-keeping or overages 
of stock and account for the significant drop in gross profits. 

Are all sales being recorded? The volume of sales does not seem to be increasing 
as greatly as the increases in expenses would indicate it should. Sales for the stores 
should be carefully checked against customers’ orders and against delivery records to 
see that all goods sold are accounted for. Possibly, also, the increased sales effort is 
not bringing the expected return. 


PROBLEM 3 
Final Examination, October 1949 
Accounting I, Question 4 (10 marks) 
The Chiker E. Chic Co. Ltd. has reported a theft of $50,000 worth of finished goods 


under its burglary insurance policy. In support of its claim, it presents the following 


statement: 





oR a 
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STATEMENT OF BURGLARY Loss 
as discovered 30 June 1949 


Finished goods on hand 31 May 1949 .. ewe sesahst $ 643,300 
Add cost of goods completed during south per cost eons 1,018,700 
$1,662,000 

Less cost of goods sold during month .....00...00.0..00.000000000cccon CeO eee ae 872,400 
Finished goods which should be on hand .. 2 ies ie eee 
Finished goods actually on hand 30th jane ‘wen phipeicnl count nade esterases 739,600 
Loss by Durgiaty : ....:..06.6526.00002 PR es herria Se iitmuccus ee 


The adjusters have satisfied themselves that there was a burglary and that some loss 
was sustained. 


The insurance company asks a chartered accountant to investigate this claim, and his i 
first inquiries show that the figure for finished goods on hand as at 31 May 1949, is in 
accordance with the balance sheet signed by the company’s auditor (who is also a chartered 
accountant) at that date, the end of the company’s fiscal year. 

Required: 

What further investigation should the chartered accountant make to comply with the 

insurance company’s request? 


A SOLUTION 


It would be the duty of the investigator to ascertain two things: 

(a) the identity of the goods stolen, if possible. 

(b) that the stolen goods were worth $50,000. 

In order to do this, he should: 

1. Check continuous inventory records with inventory sheets to identify items stolen. 
2. Audit the cost records to verify the figure shown for cost of goods completed and 
transferred to finished goods. He should ascertain that: 

(a) Cost of raw materials is properly shown. This will involve test checking stores 
records, verifying that all purchases are proper, seeing that goods issued are 
properly recorded and reviewing inventory records and procedures to ascertain 
the validity of the inventory valuation and that this valuation is consistent with 
the opening inventory and may be reconciled with it. 

(b) Direct labour charged is correct and includes only wages properly chargeable to 
production. 

(c) Manufacturing expense included is charged on the usual basis and properly 
recorded, and that expenses include only those correctly chargeable to manufac- 
turing. 

(d) Work in process has been correctly valued.on the basis usually used by the 
company. 

3. Test check the sales records for the month to ascertain: 

(a) All sales have been entered. 

(b) Goods sold have been delivered or if they remain in the company’s possession, 
have been excluded from physical count of finished goods at 30th June. 

4. Investigate routine of stores, particularly with reference to finished goods to ascertain 
that: 

(a) All finished goods are properly recorded. 

(b) There is little opportunity for employees to steal goods. 
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PROBLEM 4 
Final Examination, October 1949 
Accounting I, Question 5 (15 marks) 


The Goyng Co. Ltd. wishes to issue 1st mortgage bonds and the directors have re- 
quested the auditor to sign the following statement: 
“The profits available for the payment of bond interest have averaged $123,000 
per annum for the years 1939 to 1948 inclusive.” 
The following schedule has been prepared from the annual financial statements of 
the company: 


Year ended Profits before Income 
31 Dec Taxes and Depreciation Taxes on Income Dividends 
UO es Ci ats $ 110,000 $26,000 $40,000 
DIMEN Sr she ceed Cae hi oa al, 120,600 35,000 50,000 
ey es cages pee siacewnbhioese 110,000 32,000 20,000 
OPN Bec ch a cnc sbcnceucpasinpeiics 180,000 82,000 40,000 
SE 52 dsc ee ree 150,000 61,000 50,000 
1943 . cphichesutulurcmanas 130,000 46,000 40,000 
1942 ; eeu ecayeers 120,000 32,000 40,000 
1941 eek Sats os eo 90,000 28,100 40,000 
1940 ceed ae 100,000 24,600 50,000 
1939 ; ‘ 120,000 18,400 50,000 
$1,230,000 








The following analysis of the fixed assets account reflects the only entries made in 
this account, although in the determination of income for tax purposes, depreciation has 
been calculated at 10% per annum and the profit or loss on the disposal of fixed assets 
has been excluded, so that the figure for income taxes is correct. 


FIXED ASSETS 


1/1/1938—Cost of purchases $164,000 1/1/1939—Realized from sales of fixed assets (a) $ 3,800 


1/1/1939— " ” io 52,000 1/1/1941 “ oe (b) 12,600 
1/1/1941— " ” ‘ 18,000 1/1/1943 Ey * ae "* (e) 25/000 
1/1/1942— " ” rs 220,000 31/12/1948 Balance 412,600 

$454,000 $454,000 


Note: (a) Assets cost $10,000 in 1938. 


(b) . * 22,000 ” 1939. 
(c) as "35,000 ” 1938. 
Required: 


(a) The journal entries that would have been made each year in respect of deprecia 
tion and those that should have been made in respect of the disposal of fixed assets. 

(b) The statement of earnings for inclusion in the prospectus which you would be 
willing to certify, and your certificate. 





(a) 31/12/38. 


31/12/39. 


31/12/40. 


31/12/41. 


31/12/42. 


31/12/43. 
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A SOLUTION 


Dr. Depreciation expense ................ - 
Cr. Allowance for depreciation . 


10% of $164,000 


Dr. Allowance for depreciation . 
7 on sale of fixed assets ..... 
, MOR MSPS: -. 05.065: 
adiaminia for fixed assets ne 


WO Ss eentys ers ethic Sst yiis AD 
Depreciation provided ...................0.0. 


Net book value . 
Sold for. ......... ayy crae tes 


therefore, loss 


Dr. Depreciation expense ... 


Cr. Allowance for dupeetiation 


10% of $206,000 


Dr. Depreciation expense .... 


Cr. Allowance for depreciation be 


10% of $206,000 


Dr. Allowance for depreciation 
Loss on sale of fixed assets ...... 
Gr. Fixed assets’ .............. 

Adjustment for fixed assets rr 

RGGOE fc Ake citeccs 

Depreciation provided . 


Net book value 
sold for 


therefore, loss 


Dr. Depreciation expense 
Cr. Allowance for depreciation 
10% of $202,000 


Dr. Depreciation expense ......... 
Cr. Allowance for depreciation 
10% of $422,000 


Dr. Allowance for depreciation .. 
Cr. Fixed assets . 
Profit on sale of fixed assets 


$16,400 
$16,400 
1,000 
5,200 
6,200 
$10,000 
1,000 
9,000 


3,800 and credited to fixed assets. 


$ 5,200 to be set up. 





20,600 
20,600 
20,600 
20,600 
4,400 
5,000 
9,400 
$22,000 
4,400 
$17,600 


12,600 and credited to fixed assets. 


$ 5,000 to be set up. 








20,200 
20,200 

42,200 
42,200 

17,500 
10,000 
7,500 
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Adjustment for fixed assets sold 
RSE oo 5653c $35,000 
Depreciation provided ..... 


BRGE BONE WANE agai onc cicsescscessscecicstszssss.. WET OO 
Bt OE. is tosses. bictsttistssvstssesesseeeee 25,000 and credited to fixed assets. 


Therefore, profit . voce § 7,500 to be set up. 
Dr. Depreciation expense ........ ee 


Cr. Allowance for depreciation ...........0..0.000.00.... : 38,700 
10% of $387,000 


to be repeated for years 1944-1947 inclusive. 


31/12/48. Dr. Depreciation expense 
Cr. Allowance for depreciation 
10% of $268,000 


Income taxes 
Profit before Available excluding 
depreciation, for bond refundable 
taxes on in- interest, portion 
Year ended come and div- Depreciation income taxes excess Net 

31 Dec idends provided and dividends profits tax profits 
1948 $110,000 $26,800 $83,200 $26,000 $57,200 
1947 120,000 38,700 81,300 35,000 46,300 
1946 110,000 38,700 71,300 32,000 39,300 
1945 180,000 38,700 141,300 82,000 59,300 
1944 150,000 38,700 111,300 61,000 50,300 
1943 ¢ 130,000 38,700 91,300 46,000 45,300 
1942 120,000 42,200 77,800 32,000 45,800 
1941 ¢ 90,000 20,200 69,800 28,100 41,700 
1940 100,000 20,600 79,400 24,600 54,800 
1939 ¢ 120,000 20,600 99,400 18,400 81,000 


The foregoing figures do not include a loss of $5,200 in 1939 on the disposal of certain 
fixed assets, a similar loss of $5,000 in 1941 and a gain on disposal of fixed assets of 
$7,500 in 1943. 

I have examined the books and accounts of the Goyng Co. Ltd. for the ten years ended 
31 Dec 1948, and in my opinion the above statement fairly presents the results of the 
operations of the company for the ten years ended on that date. 


Chartered Accountant 
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